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We found that the Fund is too thinly capitalized to deal with the potential for bank failures
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Executive Summary

Purpose

This report presents GAO’s opinion on the Bank Insurance Fund'’s
December 31, 1989 and 1988 financial statements as required by the
Financial Institutions Reform, Recovery, and Enforcement Act of 1989
(FIRREA). It includes other information and observations of importance to
the Congress, the administration, and the taxpayers in considering the
serious problems facing the banking industry and the Fund’s ability to
deal with the exposure it faces in the 1990s.

Background

The Bank Insurance Fund insures deposits in about 13,200 commercial
and savings banks and is administered by the Federal Deposit Insurance
Corporation (FDIC). Prior to 1989, the insurance entity reported as FpIC.
It was renamed the Bank Insurance Fund by FIRREA. FDIC operations also
include examining state-chartered banks that are not members of the
Federal Reserve System, conducting liquidation activities for insured
banks that have failed, and providing and monitoring assistance to
failed banks.

As the Fund'’s administrator, FpIC provides financial assistance to banks
in danger of failing. For failed banks, FDIC is appointed receiver, pays
the insured claims of the failed banks’ depositors or banks acquiring
those claims, and liquidates the remaining assets of failed banks not
assumed by acquiring banks. The Fund’s operations are funded through
assessments from insured banks and certain other activities.

Results in Brief

Not since it was born in the Great Depression has the federal system of
deposit insurance for commercial banks faced such a period of danger as
it does today. The Bank Insurance Fund has resources to handle antici-
pated bank failures in 1990. However, a worst case scenario suggests
that over the next few years, low levels of reserves coupled with a
recession could lead to a level of bank failures that would exhaust the
Fund and require taxpayer assistance.

The leading cause of problems within the industry is the increasingly
risky nature of its loan portfolio, especially the growing levels of
nonperforming loans. Meanwhile, as of December 31, 1989, the ratio of
the Fund balance to insured deposits stood at .7 percent, the lowest level
ever. GAO’s analysis shows that because of the likelihood of high levels
of losses from future anticipated bank failures, the minimum Fund ratio
of reserves to deposits of 1.26 percent, set by FIRREA, is not likely to be
met by 1995. Even if this target could be met, Fund reserves may still
prove inadequate to cover losses in the event of a recession.
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Executive Summary

The Bank Insurance Fund ended 1989 with a net loss of $852 million,
reducing its balance to $13.2 billion. Gao identified a total of 35 banks in
such severe financial condition that, without some form of recapitaliza-
tion, they are likely to fail or require assistance within the next year.
The failure of these banks would result in an estimated cost to the Fund
of between $4 billion and $6 billion.

GAO also identified a significant number of other banks that are at risk
of failure within the next few years. A recession would exacerbate their
problems and could lead to their failing, as well as the failure of other
banks, threatening to deplete the Bank Insurance Fund.

GAO's analysis raises other concerns, including

a potential liquidity problem for the Fund resulting from its $8 billion
contingent liability for troubled assets held by acquirers of failed banks,
some undetermined portions of which rpiC will be required to purchase
in the future, and

the inability of the supervisory and examination processes to provide
the early warning system needed to deal with troubled banks, specifi-
cally (1) the inadequacy of regulator on-site examination coverage,

(2) unrealistic asset appraisals resulting in overstated recoverable
values, and (3) overly optimistic financial accounting and reporting by
banks.

In GAO’s opinion, the Fund’s December 31, 1989 and 1988, financial
statements are fairly presented in accordance with generally accepted
accounting principles. The estimated costs of $4 billion to $6 billion from
the banks GAO believes are likely to fail in the near future unless recapi-
talized do not meet the degree of certainty for loss recognition estab-
lished by accounting principles. Accordingly, these estimated costs are
excluded from the Fund’s financial statements. GAO believes these
accounting principles may unduly delay recognizing losses that could
substantially reduce the Fund balance.
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GAOQO’s Analysis

Executive Summary

Financial Performance of
Commercial Banks Is
Declining

The performance of the commercial banking industry worsened in 1989
compared to 1988. The risks associated with the industry’s loan port-
folio and declines in certain regional economies have led to significant
growth in nonperforming assets, particularly real estate loans in the
Northeast. Also, large commercial banks are continuing to experience
losses on their portfolios of loans to less developed countries. These neg-
ative trends, which have been increasing the risk to the Fund over the
past few years, together with the potential for bank losses on loans
involving highly leveraged transactions, could lead to bank failures in
the 1990s and significant costs to the Bank Insurance Fund. (See
chapter 2.)

Many Banks in Danger of
Failing

While the number of banks on FDIC’s problem list has declined from
about 1,600 in 1987 to 1,100 in 1989, the number of problem institu-
tions, along with the level of exposure they represent to the Fund, is still
alarmingly high. Gao’s financial analysis of the 200 problem banks with
assets over $100 million at December 31, 1989, as well as the nation’s
100 largest banks, disclosed 35 institutions in such severe financial con-
dition that without some form of recapitalization, they are likely to fail
or require regulatory assistance within the next year.

These 36 banks are located principally in the Northeast and Southwest
and have assets totaling $45.1 billion. Based on loss rates FDIC has his-
torically experienced on bank failures, GAO estimates that the failure of
these banks would result in a total cost to the Fund of $4 billion to

$6 billion. It is not possible to predict with certainty that each of these
banks will fail in the near future. However, GAO believes it is highly
likely that most of them will fail within a year.

GAO also identified a significant number of other banks that although
less troubled than the 35, are also at risk to fail within the next few
years, particularly if their regional economies continue to deteriorate. If
many of these troubled banks were to fail, the Fund could be signifi-
cantly impaired. A recession could exacerbate this problem and result in
even more bank failures, which could deplete the Fund.
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Executive Summary

Separate Asset Pools Are a
Liquidity Concern for the
Fund

In assisting failed banks, FDIC enters into agreements with acquirers that
in some cases require FDIC to later purchase the failed banks’ troubled
assets from the separate asset pools which the acquirers are allowed to
establish. As of December 31, 1989, the Fund was contingently liable for
about $8 billion of troubled assets that acquirers may pass back to FDIC.
If such transactions are not carefully monitored, they may pose a
liquidity problem for the Fund or overextend its resources.

In addition, unrealistically high appraisal values for these assets could
mask losses that may be incurred when they are sold. FpIC guidelines
require that assets held in separate asset pools be recorded and adjusted
based on appraised values. Gao found indications that some recorded
values for these assets had overstated recoverable values due to unreal-
istic assumptions used by the appraisers. (See chapter 4.)

Reliance on Bank Financial
Reports May Hinder Early
Warning of Problem Banks

Regulators’ efforts to strengthen both on-site and off-site monitoring
systems are hindered by unreliable information in the quarterly reports
of financial condition that banks prepare for the regulators. GAo found
instances where the banks’ reports did not reflect their true financial
condition; their accuracy seemed to be dependent on whether there had
been a recent on-site examination by the bank regulators. GAO believes
that the effectiveness of off-site monitoring as an early warning of
potential bank problems may be limited by reliance on banks’ reports.
(See chapter 3.)

Fund Reserves Too Low

The Bank Insurance Fund ended 1989 with a net loss of $852 million,
reducing the fund balance to $13.2 billion. The ratio of the Fund balance
to insured deposits stood at .7 percent—the lowest level ever—of its
reserves to insured deposits. FIRREA established assessment rates that
FDIC may charge to increase the Fund’s reserves and set a minimum 1.26
percent ratio of reserves to insured deposits to be achieved by 1995. It is
unlikely that the Fund will reach this minimum ratio without using
annual assessment rates higher than those currently authorized by
FIRREA. (See chapter 4.)

Fund Reserve Level and
Accounting Principles
Need Further Study

GAO identified two issues for further study. First, Bank Insurance Fund
reserves set at 1.25 percent of insured deposits may not be sufficient to
carry the Bank Insurance Fund through a recession. The risk levels asso-
ciated with the industry’s loan portfolio have increased over the past
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Executive Summary

Recommendations

decade. Because levels of bank equity capital have not changed corre-
spondingly, the increased portfolio risk is not cushioned by additional
capital. Therefore, the traditional level of Bank Insurance Fund reserves
may not be sufficient now. (See chapter 2.)

The level of deposit insurance reserves necessary to reasonably protect
the taxpayer against losses from bank failures in a recession requires
further study. It should be included in the deposit insurance reform
study required by FIRREA. GAO recognizes that achieving a more adequate
Fund balance solely through premium assessments may not be feasible.
Therefore, the study should include other means of reducing the Fund’s
exposure, such as increasing capital levels in banks. (See chapter 4.)

Second, study is required to determine the extent to which the applica-
tion of generally accepted accounting principles is hindering early
warning of the financial condition of troubled banks. Because the princi-
ples allow management too much discretion, they may be unduly
delaying the recognition of losses in the financial statements. Addition-
ally, basing an estimate of loss on the traditional fair value concept may
not be appropriate. The traditional concept determines values in a
market where the seller is under no compulsion to sell and has time to
negotiate a sale. Assets in troubled banks and nonperforming assets in
any bank may have to be disposed of in a market when conditions may
require that the assets be disposed of in the near future. Both of these
concerns with the application of generally accepted accounting princi-
ples impact banks’ capital, the accurate determination of which is crit-
ical if the government’s interests as insurer are to be protected. GAO is
raising these questions to encourage the accounting profession, regula-
tors, and others to begin to further define the problems and develop the
changes that may be needed to minimize losses to the Bank Insurance
Fund. These issues and other accounting, reporting, auditing, and
internal control issues facing the banking industry are discussed in this
report. (See chapter 6 and appendix I1.)

To address the concerns and uncertainties currently facing the Bank
Insurance Fund, GAO is recommending that

the Congress amend FIRREA to authorize the FpIC Chairman to raise the
assessment rates beyond those currently provided so that the Fund can
achieve the minimum reserve ratio of 1.25 percent designated in FIRREA
by 1995;
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Agency Comments

the Secretary of the Treasury determine in the Department’s study of
deposit insurance reform required by FIRREA (1) the reasonableness of
the minimum and maximum reserve ratios designated by FIRREA, (2) a
reserve ratio target that would protect taxpayers by maintaining the
Fund in the event of a recession, (3) means in addition to premium
assessments, such as increased capital levels in banks, that would
reduce the Fund'’s potential liabilities;

the Chairman of the Federal Deposit Insurance Corporation, the
Chairman of the Board of Governors of the Federal Reserve System, and
the Comptroller of the Currency perform on-site full scope examinations
of problem banks and large banks on an annual basis; and

the Chairman of the Federal Deposit Insurance Corporation (1) revise its
appraisal guidelines for determining and recording the book value of
assets owned or held in separate asset banks so they reflect more real-
istic values by taking into account both historical experience and cur-
rent conditions and (2) monitor the use of separate asset pools to ensure
the Bank Insurance Fund has cash resources to meet its commitments.

The Federal Deposit Insurance Corporation and the Board of Governors
of the Federal Reserve System generally concurred with GAo’s findings
and recommendations. In fact, FDIC's Board of Directors recently issued
a proposal to implement additional assessment rate increases allowed by
FIRREA in 1991 based on its revised projections of the Fund’s 1990 opera-
tions and the impact of these operations on the Fund balance. Gao
believes this increase is necessary in light of the Fund'’s current condi-
tion and outlook and commends FDIC’s recent action.

The Office of the Comptroller of the Currency stated that the report
was, for the most part, factually accurate. However, the Office ques-
tioned the recommendation for annual on-site, full scope examinations
of problem banks and large banks. The Department of the Treasury did
not specifically address GAO’s recommendation on factors to include in
its study on deposit insurance reform. Treasury stated that the report
should be a useful contribution to a better understanding of the Bank
Insurance Fund. (See chapters 2, 3, and 4 for agency comments and
GAO’s evaluation.)
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Chapter 1

Introduction

During the 1980s, banks failed at record rates. From 1934, the year the
Federal Deposit Insurance Corporation (FDIC) was created, through
1979, a period of 46 years, 558 FpIiC-insured banks failed. In the 10 years
from 1980 through 1989, 1,086 Fpic-insured banks, including 630 in the
last 3 years, failed or received assistance from rpiC. These failures and
assistance transactions have had an adverse effect on the Bank Insur-
ance Fund, which was formerly reported as FpiC. Our 1988 audit!
reported that the insurance fund incurred its first net loss since its
inception—8$4.2 billion—in 1988. This loss reduced the insurance fund
balance from $18.3 billion at the end of 1987 to $14.1 billion at the end
of 1988. The ratio of the fund balance to insured deposits was reduced
to what then was its lowest level ever—about .83 percent as of
December 31, 1988.

The banking industry and the Bank Insurance Fund continue to be vul-
nerable to the exposures caused by persistent problems in real estate
lending and loans to less developed countries and uncertainties associ-
ated with loans involving highly leveraged transactions. Furthermore, in
1989 industry earnings fell from the previous year’s $24.8 billion to
$16.3 billion, and the Fund reported a net loss for the second consecu-
tive year. The Bank Insurance Fund’s 1989 net loss was $852 million,
reducing the fund balance to $13.2 billion. As a result of this loss and
growth in the industry’s insurable deposit base, the ratio of the Fund
balance to insured deposits fell to a record low of .7 percent at
December 31, 1989. Just 4 years earlier, the Fund reported an $18 bil-
lion balance and a 1.19 percent ratio of the Fund balance to insured
deposits.

These adverse trends have fostered heightened concerns in both the
Congress and the general public as to whether the banking industry will
mirror the financial disaster in the savings and loan industry—and ulti-
mately require a taxpayer bailout. While the conditions in the banking
industry parallel some of those in the savings and loan industry, they
are in many respects different. Some of the problems that contributed to
the savings and loan debacle are not present in the banking industry.
This report addresses the condition of the Bank Insurance Fund and the
exposures it faces, but it does not attempt to compare these to the sav-
ings and loan industry. This report discusses FDIC’s role as the insurer of
banks and its responsibility for reporting on the condition of the Bank
Insurance Fund.

!Financial Audit: Federal Deposit Insurance Corporation’s 1988 and 1987 Financial Statements
(GAO/AFMD-89-63, April 28, 1089).
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The Federal Deposit
Insurance Corporation

Chapter 1
Introduction

FDIC was created by the Banking Act of 1933 to stabilize or promote the
stability of banks by providing deposit insurance to protect bank deposi-
tors. It was authorized to promulgate and enforce rules and regulations
relating to the supervision of insured banks and to perform other regu-
latory and supervisory duties consistent with its responsibilities as
insurer. On August 9, 1989, with the enactment of the Financial Institu-
tions Reform, Recovery, and Enforcement Act of 1989 (FIRREA), FDIC was
designated sole federal insurer of all banks and savings associations. As
such, FDIC is responsible for reporting on the condition of the Bank
Insurance Fund, the Savings Association Insurance Fund and the Fed-
eral Savings and Loan Insurance Corporation Resolution Fund. These
three funds are accounted for and reported separately by Fpic. The Bank
Insurance Fund covers federally insured commercial banks, state
chartered savings banks, and any federal savings bank chartered pur-
suant to section 6(o) of the Home Owners’ Loan Act. The Savings Associ-
ation Insurance Fund is the insurance fund for federally insured savings
associations. The Federal Savings and Loan Insurance Corpdration Reso-
lution Fund is the fund established by FIRREA to manage the assets and
liabilities related to transactions entered into before January 1, 1989, by
the now defunct Federal Savings and Loan Insurance Corporation. We
will report separately on the condition of the other funds.

FDIC is the insurer of all banks; however, it does not have primary regu-
latory responsibility for all banks. The Federal Reserve Board (FRB)
examines state-chartered banks that are members of the Federal
Reserve System and bank holding companies, while the Office of the
Comptroller of the Currency (0CC) examines national banks. FpIC’s oper-
ations include examining state-chartered banks that are not members of
the Federal Reserve System, conducting liquidation activities for insured
banks that have failed, and providing and monitoring assistance to
failing banks.

FDIC’s role as the insurer of banks is to protect depositors in the nation’s
banks, help maintain confidence in the banking system, and promote
safe and sound banking practices. FDIC supervises approximately 7,600
state-chartered nonmember banks and insures deposits up to $100,000
in approximately 13,200 commercial and savings banks. In addition, Fpic
supervises approximately 470 state-chartered savings banks. 0CC super-
vises approximately 4,250 national banks, and FrRB supervises approxi-
mately 1,060 state-chartered member banks.

As the insurer of bank deposits, FDIC has established financial programs
for both failing and failed banks. Financial assistance to failing banks is
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Chapter 1
Introduction

Objectives, Scope, and
Methodology

designed to rehabilitate an insured bank. Assistance may be granted
directly to the bank or to a company that controls or will control it.
Assistance may also be granted to facilitate the merger of a bank. When
banks fail, FDIC is appointed receiver, directly pays insured claims to
depositors or the acquiring bank, and liquidates the remaining assets

and liabilities not assumed by the acquiring bank.

Although FpIC does not receive any appropriated funds to administer the
Bank Insurance Fund, FDIC is subject to congressional oversight. The
Bank Insurance Fund’s operations are funded through assessments from
insured banks and the Fund’s internal operations, such as investments
and recoveries from sales of assets acquired in assisting troubled
institutions.

The objectives of our audit were to (1) render an opinion on the presen-
tation of the Bank Insurance Fund’s financial statements in accordance
with generally accepted accounting principles for the years ended
December 31, 1989 and 1988, and (2) report on FDIC's internal control
structure and on its compliance with applicable laws and regulations
related to the Bank Insurance Fund. In addressing these objectives, we

evaluated the financial condition of the banking industry and the ade-
quacy of the Bank Insurance Fund to meet its current and near-term
identifiable needs through 1990;

analyzed financial information on the banking industry and on specific
banks the regulators identified as troubled institutions to determine the
potential near-term exposure to the Bank Insurance Fund;

analyzed the impact existing assistance transactions could have on the
Fund’s cash position;

reviewed the Fund'’s sources of revenue to determine its ability to
handle the potential costs of additional failure and assistance transac-
tions, as well as the potential for increased costs on existing transac-
tions; and

identified significant accounting and related reporting issues that we
believe should be studied and resolved to ensure reliable financial
reporting by banks.

The issues are derived in part from findings of our ongoing review of the

adequacy of financial information that was available to the regulators
for 39 banks that failed during 1988 and 1989.
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Chapter 1
Introduction

Report Organization

Our work was performed at FDIC headquarters in Washington, D.C.;
FDIC's New York regional office; and various FDIC receivership locations
in Texas. We conducted our work between August 1989 and June 1990.
Our audit was performed in accordance with generally accepted govern-
ment auditing standards.

The Federal Deposit Insurance Corporation, the Board of Governors of
the Federal Reserve System, the Office of the Comptroller of the Cur-
rency, and the Department of the Treasury provided official agency
comments on a draft of this report.

Chapter 2 discusses the commercial banking industry’s financial per-
formance and major areas of concern related to the future condition of
the industry. Chapter 3 analyzes the problem bank sector of the banking
industry, including our concerns regarding the quality of call report data
that banks reported. Chapter 4 assesses the adequacy of the Bank Insur-
ance Fund’s balance and liquidity position. Chapter 5 identifies
accounting and reporting issues in the banking industry that require fur-
ther study and resolution to ensure that banks report reliable financial
information.

Appendix I contains our opinion on the 1989 and 1988 financial state-
ments of the Bank Insurance Fund, our reports on FDIC’s internal control
structure and on its compliance with laws and regulations for the Bank
Insurance Fund, and the Bank Insurance Fund’s financial statements for
the years ended December 31, 1989 and 1988. In accordance with
auditing standards, our opinion includes an explanatory paragraph
expressing our concern about the significant exposure of problem banks
as discussed in chapter 3. Appendix II contains our March 7, 1990, letter
to the Secretary of the Treasury, outlining our suggestions for consider-
ation in Treasury’s study of the federal deposit insurance system. Com-
ments from FDIC, FRB, OCC, and Treasury are included in appendixes III,
IV, V, and VI, respectively.
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Chapter 2

Increased Risks in Commercial Banking
Industry Not Matched by Increases in

Equity Capital

Commercial Banks’
Performance in 1989

The performance of the commercial banking industry worsened in 1989
compared to 1988. The growth in nonperforming assets outpaced the
growth in the industry’s equity capital,! and industry earnings declined
sharply from their 1988 level. The composition of the banking industry’s
assets has changed from commercial and industrial loans to a greater
reliance on real estate loans. The banking industry’s opportunities for
lending to commercial applicants have been reduced significantly by
international competition, corporations issuing debt directly in the
market, and other nonbank sources making financing available to these
applicants. Banks have become more actively involved in real estate
lending to replace the opportunities lost to lend to these commercial
borrowers.

The risks associated with the industry’s loan portfolio and declines in
certain regional economies have led to significant growth in the
industry’s nonperforming assets, particularly real estate loans. In addi-
tion, large commercial banks are continuing to experience losses on their
portfolios of less developed countries (LDC) debt. The industry’s expo-
sure to highly leveraged transactions (HLTs) is also of concern. Regula-
tors have not tracked total industry exposure on HLTS over time and thus
comparable data from years prior to 1989 are not available. However,
the FRB measured the HLT exposure of the 50 largest bank holding com-
panies, for their bank and nonbank subsidiaries, as $126 billion as of
year end 1989. Comparative data are not available for 1988. The impact
of loans categorized as HLTs on the cost of future bank failures is
unknown.

The commercial banking industry is continuing to show significant asset
growth in real estate loans. The industry’s equity capital, its cushion to
absorb loan losses, is growing at a rate comparable to the overall growth
in assets. However, the growth in real estate loans and industry
nonperforming loans has greatly exceeded the growth in the industry’s
equity capital. Also, industry earnings declined sharply in 1989, as a
significant number of large banks reported 1989 year-end losses.

According to FpIC, the commercial banking industry reported total assets
of $3,299 billion at December 31, 1989. This is an increase of $168 bil-
lion (5.4 percent) over the $3,131 billion of total assets reported at year-
end 1988. Real estate loans accounted for more than half of this growth,
increasing $87 billion (12.8 percent) in 1989. Industry loss reserves

Equity capital is defined as common equity and retained earnings.
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Chapter 2

Increased Risks in Commercial Banking
Industry Not Matched by Increases in
Equity Capital

totaled $563 billion at December 31, 1989, an increase of $6 billion (13.9
percent) from the $47 billion reported in 1988. Higher reserves for LbC
and real estate loans accounted for this increase.

At year-end 1989, the industry reported $206 billion in equity capital.
This is an increase of $9 billion (4.6 percent) from the $197 billion
reported at year-end 1988. The industry’s equity capital to assets ratio
declined to 6.2 percent at December 31, 1989, from 6.3 percent for year-
end 1988. This decline indicates that the rate of industry asset growth
was slightly higher than that of its equity capital. Table 2.1 shows the
growth of equity from 1985 through 1989.

Table 2.1: Banking Industry Equity
Capital for 1985 Through 1989

Dollars in billions

Percentage of total Percentage of total

Year-end Total equity capital assets loans and leases
1985 $169 6.2 10.3
1986 182 6.2 10.3
1987 181 6.0 10.1
1988 197 6.3 10.2
1989 206 6.2 10.0

The Northeast and Southwest regions pose the greatest financial risk to
the Bank Insurance Fund because their loan portfolios contain a higher
level of problem real estate loans. At year-end, both regions reported
equity capital to asset ratios of 5.6 percent, compared to ratios at year-
end 1988 of 5.9 and 5.7 percent, respectively. The year-end 1989 ratios
for these two regions were 10 percent below the industry’s average of
6.2 percent. These negative trends are of concern because the high
growth in real estate loans is accompanied by increasing default rates
for these loans, while equity capital, the industry’s cushion to absorb
loan losses, is growing more slowly.

In 1989, the commercial banking industry reported earnings of $16.3 bil-
lion, a decline of $8.5 billion (34 percent) from the $24.8 billion reported
in 1988. Commercial banking industry earnings for 1989 were about the
same as in 1988 in each geographic region except for (1) the Northeast
region, which reported an $11.7 billion decrease, and (2) the Southwest
region, which reported a $1.6 billion increase. The decline in earnings
reported by banks with more than $10 billion in assets largely accounts
for the decrease in the Northeast. In 1989, this group of banks was com-
prised of 44 banks with collective assets of $1,262 billion as compared
to 40 banks with assets of $1,162 billion in 1988. These banks reported
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1989 earnings of only $1.3 billion, a decrease of 88 percent from 1988
earnings of $11.1 billion. For 1989, 25 percent of these large banks
reported net losses, while only 5 percent reported net losses in 1988.

Overall, 1,474 banks (11.6 percent of the industry) reported net losses in
1989, compared to 1,863 banks (14.2 percent of the industry) reporting
net losses in 1988. Thus, while fewer banks overall are reporting losses,
a greater number of the large banks experienced losses. This is a con-
cern because experience has shown that the failure of large banks cause
significant impairment to the Fund balance. For example, the total cost
to the Bank Insurance Fund of providing assistance to Continental Illi-
nois National Bank and Trust Company of Chicago was over $1.1 billion.
Additionally, the cost to the Fund arising from the failure of First
RepublicBank Corporation, Dallas, is currently estimated to be $2.9 bil-
lion. Most recently, the closing of 20 MCorp subsidiary banks is expected
to cost the Fund $2.7 billion. In contrast, the Fund has incurred esti-
mated costs of $2.0 billion in 1989 on failure and assistance transactions
for 161 banks with assets of less than $1 billion, The assets of these
smaller institutions totaled $7.5 billion. Thus, the Fund appears better
able to handle the costs associated with smaller bank failures.

The banking industry’s business strategy has changed significantly over
the past 5 years. Additional business sources were needed to compen-
sate for revenue losses when traditional business sources, such as cer-
tain commercial and industrial borrowers, began obtaining financing
outside of the commercial banking industry. As a result, the composition
of the commercial banking industry’s loan and lease portfolios has
changed.?

Since 1985 the commercial banking industry has reported an increase of
$408 billion (24.8 percent) in total loan and lease portfolios. Total
industry loan and lease portfolios were $1,649 billion at December 31,
1985, and increased to $2,057 billion by December 31, 1989. Of the
reported year-end 1989 loans and leases, $1,781 billion (86.6 percent)
were real estate loans, commercial and industrial loans, and loans to
individuals. In comparison, $1,325 billion (80.4 percent) of the reported
year-end 1985 loans and leases were these types of loans. Thus, from
1986 to 1989, the overall loan concentrations remained in these three

2Commercial banks’ loan and lease portfolios consist of (1) real estate loans, (2) commercial and
industrial loans, (3) loans to individuals, (4) agriculture/farms loans, and (5) other loans and leases.
Banks report loans and leases as a single line item to the regulators. Although the leases included in a
bank’s loans and lease portfolio are legally leases, they have virtually all the characteristics of loans.
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loan categories. However, as illustrated in table 2.2, the mix within
these loan categories changed significantly.

Table 2.2: Composition of Commercial
Banking Loan and Lease Portfolios From
1985 Through 1989

Dollars in billions

December 31,
Loans and leases 1985 1986 1987 1988 1989
Real Estate $438 $515 $600 $675 $762
Percent 26.6 29.1 335 349 37.0
Commercial/Industrial 578 601 590 600 618
Percent 35.0 339 329 3141 3041
Loans to individuals 309 336 351 378 401
Percent 18.7 18.9 19.6 19.6 195
Agriculture/Farms 36 31 29 30 31
Percent 2.2 1.8 1.6 16 15
Less developed countries 87 83 79 67 54
Percent 53 47 44 34 26
Other 201 207 142 181 192
Percent 12.2 116 8.0 9.4 9.3
Total Loans and Leases $1,649 $1,773 $1,792 $1,932 $2,057

The changes in the industry’s portfolio mix show that commercial banks
are increasingly reliant on real estate lending. This is currently a serious
concern because of the depressed real estate markets in various geo-
graphical sectors of this country. The changes in bank loan portfolios,
together with these economic downturns, may increase the number of
bank failures, which in turn would significantly affect the Bank Insur-
ance Fund.

The remaining categories of the industry’s loan portfolio consist of agri-
culture/farm loans, LDC loans, and other loans and leases. In total, these
categories comprised $324 billion (19.6 percent) of the $1,649 billion
total loans and leases reported at December 31, 1985, and $277 billion
(13.4 percent) of the $2,067 billion total loans and leases reported at
Deceraber 31, 1989. LDC loans totaled $564 billion (2.6 percent) of the
year-end 1989 total loans and leases. Based on the amount of total loans
outstanding, LDC loans would not appear to present a significant expo-
sure to the banking industry. However, because of the high concentra-
tion of LDC loans in large banks and their high loss rate, they are a
concern to the banking industry and the Bank Insurance Fund.

The industry data reported above are somewhat deficient because data

on the level of HLTs included in the various loan and lease categories are
not available for the full 5-year period from 1986 through 1989. Higher
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levels of HLTS may increase the risk associated with the change in the
banking industry’s portfolio.

Problems in Real
Estate

Significant concentrations in nonperforming real estate loans were
largely responsible for the high level of bank failures in the late 1980s.
Poor lending practices combined with a significant economic downturn
in the Southwest region led to most of the bank failures there. Because
of the cyclical nature of real estate markets and the recent history of
significant bank failures due to high concentrations of nonperforming
real estate loans, we are concerned about the significant growth in the
banking industry’s level of real estate loans, particularly in the North-
east. The significant growth in this region’s nonperforming real estate
loans is similar to that which occurred in the Southwest region in the
1980s.

Bank real estate loans are comprised of (1) construction and develop-
ment loans, (2) loans secured by 1-4 family and multifamily residential
properties, (3) loans secured by farmlands, and (4) loans secured by
nonresidential, nonfarm properties. The different types of real estate
loans have varying degrees of risk associated with them. Construction
and development loans are considered the riskiest because of their more
speculative nature. Banks with assets greater than $1 billion hold more
construction and development loans than the smaller banks. This is true,
in part, because construction and development loans are typically large
loans and smaller banks are usually unable to fund significant levels of
these loans due to their liquidity and capital restraints. Further, we
have found that insolvent banks and banks that fail irrespective of size
have a higher proportion of construction and development loans than
banks with higher capital levels.

Commercial banks reported a total of $762 billion in outstanding real
estate loans as of December 31, 1989. Of these loans, $22.2 billion (2.9
percent) were reported as either 90 days or more past due or in nonac-
crual status. In comparison, at December 31, 1988, commercial banks
reported noncurrent real estate loans of $16.0 billion (2.4 percent) of the
$675 billion in real estate loans outstanding.

The Southwest region continued to report the highest ratio of noncur-
rent real estate loans to total real estate loans outstanding, but the ratio
improved. In 1989, the southwest reported that $4.0 billion (7.7 percent)
of the region’s $51.3 billion total real estate loans outstanding were
either 90 days or more past due or in nonaccrual status. In comparison,
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this region reported in 1988 that $4.5 billion (8.2 percent) of its $54.2
billion total real estate loans outstanding were past due 90 days or more
or in nonaccrual status.

The Northeast, Southeast, and Central regions reported increases in the
ratio of noncurrent real estate loans to total real estate loans out-
standing in 1989. The sharpest increase in the ratio of noncurrent real
estate loans to total real estate loans outstanding between 1988 and
1989 occurred in the Northeast. That region reported noncurrent real
estate loans of $9.9 billion (3.8 percent) of its $259.3 billion in out-
standing real estate loans at December 31, 1989. In comparison, at
December 31, 1988, this region reported noncurrent real estate loans of
$4.4 billion (1.9 percent) of its $231.7 billion in outstanding real estate
loans. Table 2.3 shows the changes in noncurrent real estate for each
region for 1988 and 1989.

]
Table 2.3: Commercial Banks’ Noncurrent Real Estate Loans for 1988 and 1989

Dollars in billions

Real estate loans

Northeast Southeast Central Midwest Southwest West

1989 $259.3 $1415 $117 1 $42.5 $51.3 $147.6
Percent noncurrent 38 1.8 14 1.6 77 23
1988 $231.7 $122.7 $103.7 $39.1 $542 $1218
Percent noncurrent 1.9 14 1.2 1.6 8.2 30

LDC Problems Persist

The six New England states?® in the Northeast region showed the most
significant increase in noncurrent real estate loans in 1989. Noncurrent
real estate loans represented 5.8 percent of the outstanding real estate
loans for these six states, a sharp increase from the 1.7 percent reported
in 1988.

Increased loss provisions for LDC debt continue to adversely affect the
reported earnings of the commercial banking industry. FpiC reported
that b of the 10 largest banks in the United States reported 1989 year-
end losses due to increased loss provisions for LDC loans. Total U.S. com-
mercial bank exposure to countries that FpiC, FRB, and 0CC categorized as
“troubled”” foreign debtors was $54 billion as of Decerber 31, 1989. This
is a decrease of $14 billion (21 percent) from the $68 billion total
reported at December 31, 1988, and a sharp decrease of $37 billion (41

IThe six New England states are Massachusetts, Connecticut, Maine, Vermont, Rhode Island, and
New Hampshire,
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percent) from the $91 billion total reported at December 31, 1982, the
beginning of the international debt crisis. This decrease can be attrib-
uted to several factors, including (1) banks becoming less involved in
international lending or abandoning such lending entirely, (2) countries
seeking lending from other external financing sources, and (8) banks
charging off and increasing reserves on troubled foreign loans.

While total U.S. commercial bank exposure on troubled foreign loans has
declined, the remaining exposure is heavily concentrated in a small
number of the nation’s largest banks. Of the $54 billion exposure
reported at December 31, 1989, $43 billion (80 percent) is held by nine
money center banks.¢ At December 31, 1982, these nine money center
banks held $68 billion (64 percent) of the total U.S. Lbc exposure. Thus,
even though the nine money center banks’ exposure to troubled foreign
debtors decreased between 1982 and 1989, their exposure to these loans
remained relatively high. Much of the overall decline in industry expo-
sure to LDC loans was attributable to increased loss reserves. For
example, in 1989, large commercial banks set aside a total of $10 billion
for future losses on their foreign operations, which include LDC debt.
Despite increased reserves, total LDC exposure could still have a signifi-
cant impact on their operations.

FDIC, FRB, and 0CC reported that as of December 31, 1989, the nine money
center banks reported reserves on their LDC exposure ranging from 40
percent to 95 percent, with an average reserve level of 49 percent. At
December 31, 1988, the nine money center banks had average LDC
reserve levels of 36 percent.

The federal banking regulators believe that the U.S. commercial banking
system could better absorb the impact of the debt servicing problems
associated with developing country debt today than in 1982, when the
international debt crisis began. In a joint report, the regulators state that
(1) banks with LDC exposure have generally increased their capital
levels, (2) the earnings of large multinational banks are more diversified
than in the past, and (3) the banking industry’s policies and procedures
on international lending have been strengthened. Despite these improve-
ments, federal banking regulators also report that both bank manage-
ment and the regulatory bodies will need to continually monitor the

“The nine money center banks are Bank of America, Banker’s Trust, Citibank, Chase Manhattan
Bank, Chemical Bank, Continental Bank, First National Bank of Chicago, Manufacturer's Hanover,
and Morgan Guaranty.
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existing risk presented by the substantial exposure levels of the largest
U.S. banks to LDC debt.

Last year, the administration unveiled a debt plan for highly indebted
countries which called for banks to both forgive some existing LDC debt
and to extend new loans to developing countries. The plan received some
acceptance by commercial banks; however, only the Mexico restruc-
turing has been completed to date. Furthermore, very little new money
was offered, with most banks granting interest rate or principal conces-
sions. Failure of the plan to provide for successful restructurings for
other debtor countries could cause further losses to the banks as the
developing countries continue to experience difficulty repaying their
debt.

In addition to the adverse impact of nonperforming real estate and LDC
loans, there is a growing concern over the future performance of HLTs.
Since HLTs are a type of transaction rather than a lending category, any
loan type (for example, real estate or commercial and industrial) could
result in an HLT. In October 1989, ¥picC, FRB, and OCC agreed on a common
definition of HLTs to be utilized by all examiner personnel. According to
the three federal regulators, a bank or bank holding company is consid-
ered to be involved in a highly leveraged transaction when it extends
credit to or invests in a business where the financing transaction
involves the buyout, acquisition, or recapitalization of an existing busi-
ness and significantly increases the company’s ratio of total liabilities to
total assets.

These loans experienced significant growth in the industry during the
late 1980s with the advent of the junk bond market in the investment
banking industry. Many of the junk bond offerings by investment

. bankers were part of an overall financing package that also included

senior debt® loaned by commercial banks that qualified as HLTs. FDIC

5 Senior debt typically collateralized with the first—most superior—alien against the assets of the
borrower.
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reported that if overall economic conditions deteriorate, loans to highly
leveraged commercial borrowers could add to credit losses. Discussions
with bank regulators revealed that although these loans have resulted in
significant losses in the investment banking industry, HLTs in the com-

mercial banking sector are generally better collateralized than they are
in the investment banking industry.

The recent financial problems in the investment banking industry have
raised concerns about bridge loans and junk bond exposures in the com-
mercial banking industry. Bridge loans are defined as temporary
financing by a lender until permanent financing can be obtained. Bridge
loans similar to those which facilitate a securities offering in the invest-
ment banking industry are usually not made in commercial banks. Also,
commercial banks have minimal exposure to losses on junk bonds.
Unlike prior regulations for savings and loans, in most states commer-
cial banks can only invest in investment grade® bonds. By definition,
junk bonds are not investment grade and, therefore, commercial banks
generally do not invest in them. Further, regulators consider any junk
bonds in commercial banks as classified assets’ for which loss reserves
are usually required to be recorded.

Generally, when commercial banks issue bridge loans associated with
securities offerings they are extremely short term. According to the reg-
ulators, commercial banks do not have significant amounts of out-
standing bridge loans or loan commitments in connection with
uncompleted securities offerings. Commercial banks usually provide
bridge loan financing for construction projects, as opposed to uncom-
pleted securities offerings, to facilitate financing for the time between
the maturity of the construction loan and the point at which the bor-
rower obtains permanent financing. Bridge loans in commercial banks
have the same characteristics as permanently financed loans, except for
the shorter term to maturity. These loans usually have the normal loan
to value ratio of the respective loan type and are fully collateralized by
the underlying asset. Investment banking industry bridge loans pose the
risk that the investment banker who provides bridge financing will be
unable to raise sufficient funds from the sale of the related securities to
repay the bridge loan. Further, this financing is generally provided

SInvestment grade means that the debt or equity security is rated in one of the four highest rating
categories by at least one nationally recognized statistical rating organization.

7In general, classification of an asset indicates that the asset has been impaired and that loss reserves
are necessary to accurately reflect the recoverable value of the asset. However, assets can sometimes
be classified when insufficient loan file documentation makes it impossible to evaluate the asset
quality based on the available data.
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without recourse to the company issuing the securities. Thus, the expo-
sure to bridge financing is significantly less in commercial banks than
the investment banking industry.

In 7 of the 10 largest banks, HLT exposure was in excess of the banks’
equity capital—ranging from 112 percent to 206 percent. Most out-
standing HLT bank loans are in the form of secured, senior debt. Thus,
the principal risk is that in the event of bankruptcy of the leveraged
company, its assets (the underlying security for the loan) would be
reduced in value to such an extent that senior debt holders would suffer
loss. The significant market discounts on junk bonds associated with
some of the senior debt held by banks suggest that there is little or no
earnings margin to cover interest payments on the junk bonds. The
recent bankruptcy filings of companies involved in junk bond offerings
illustrate the risk that the senior debt portion of the original financing
package may not be repaid. Historically, and especially as demonstrated
in bank failures, the value of underlying assets for loans that default
tends to be significantly reduced compared to the loan origination value.
This phenomenon has resulted in significant losses to banks and the
Bank Insurance Fund.

While some industry observers suggest that leveraged buyout transac-
tions (which by their very nature are HLTs) strengthen the subject com-
panies, others hold contrary views. Some industry observers have stated
that in many instances management practices of companies that had
junk bond offerings may have diminished both asset and business
values. As a result of the required emphasis on debt service, manage-
ment may be required to adopt cost cutting measures that reduce invest-
ments in the company’s future economic viability. These policies and
practices typically result in companies that are weaker than their finan-
cial statements purport them to be. If this view is correct, in bankruptcy
there will be less protection for bank held senior debt. Also, unlike other
loans, HLTs do not necessarily improve with seasoning. The borrowers
are usually so highly leveraged that they are unable to reduce the prin-
cipal amount outstanding substantially over the life of the loan and thus
remain vulnerable to downturns in the industry and the economy gener-
ally for the life of the loan. These loans usually have large balloon pay-
ments with minimal principal reductions other than those tied to
significant asset sales.
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Overall, the condition of the banking industry deteriorated in 1989 as
compared to 1988. The industry’s increased level of nonperforming
assets adversely affected the industry’s earnings. Losses due to
increased provisions for LDC loans severely hampered the earnings of
large commercial banks in 1989 as compared with 1988. Moreover, the
increasing levels of nonperforming real estate loans, particularly in the
Northeast, and the uncertain impact of bank losses on loans involving
HLTS raise serious concerns as the banking industry enters the 1990s.

The disturbing trend in nonperforming real estate loans in the Northeast
region is reminiscent of problems experienced by many Southwest banks
in the 1980s. Real estate loan performance problems in these banks ulti-
mately led to the failure of many Southwest banks in the late 1980s and
continue to hamper the recovery of others. Because these failures have
had a significant impact on the Bank Insurance Fund in the past 3 years,
we are concerned that the high levels of nonperforming real estate
loans, coupled with the potential for bank losses on loans involving HLTS,
could lead to bank failures in the 1990s and significant costs to the Bank
Insurance Fund.

occ commented (see appendix V) that our conclusions about the condi-
tion of the banking industry are inaccurate because they are drawn, for
the most part, from analyses of industry data covering only 2 years. ocC
believes that this is an insufficient time span from which to draw sub-
stantive conclusions about industry trends and their impact on the Bank
Insurance Fund.

Our focus on more recent events is appropriate in light of the banking
industry’s current environment. The purpose of our analysis of the
banking industry is to highlight those indicators that present exposure
to the industry and, ultimately, the Fund in both the short and the long
term. Current data comparisons are more useful in identifying current
industry problems that could affect the Fund than evaluating historical
data that are b to 10 years old. In the last 2 years, a period of national
economic growth, a record number of bank failures caused the Fund to
suffer a net loss in both years and has resulted in the Fund balance
declining dramatically from $18.3 billion to $13.2 billion (27.9 percent).
Additionally, FpIC recently estimated that the Fund will lose $2 billion in
1990 and decline for the third consecutive year.
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Continued problems in real estate loans have contributed to many bank
failures over the past 2 years. Moreover, a significant number of banks
are in such severe financial condition that without some form of capital
infusion, they are also likely to fail in the near future.! In addition, other
banks are vulnerable to future failure if their negative performance
trends continue and their regional economies continue to deteriorate. If
these banks were to fail, we estimate that the cost would materially
impact the Bank Insurance Fund balance. Many uncertainties affect the
continued existence of these banks and we cannot accurately predict
their future viability. However, in their present financial condition they
pose a significant exposure to the Fund.

Our estimates of the cost to the Fund in the event of these bank failures
may be low because the estimates are based on FpIC’s historical loss
rates, which do not provide for changes in asset composition that have
occurred over the past few years. Our estimated costs may also be low
because the underlying financial data on which they are based come
from bank call reports. Our limited review of examination reports for
certain problem banks suggests that call report data may only be as reli-
able as the most recent bank examination. Examination policies
regarding problem banks vary among the regulators. FDIC and FRB
require annual on-site, full scope examinations of problem banks. 0cc
monitors call reports and other related data in deciding the frequency
and scope of examinations of problem banks.

The number of problem banks has declined from a year-end all time high
of 1,675 at December 31, 1987, to 1,109 at December 31, 1989. While
this has been a significant 30 percent drop, the number of problem
banks continues at an alarming level, and they pose a significant, on-
going financial threat to the health of the Bank Insurance Fund.

FDIC produces a quarterly problem bank list which lists institutions with
a uniform composite rating of 4 or 6. This composite rating is assigned to
a bank after a regulatory examination. It is based on the examiner’s
combined ratings for each of the following factors: adequacy of capital,
quality of assets, performance of bank management, level and composi-
tion of earnings, and level of liquidity—referred to as the CAMEL rating.
The rating is based upon a scale of 1 through 5. A 1 represents the

131 U.S.C. 714(c) precludes us from disclosing the identity of a specific open bank.
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highest rating and, consequently, the lowest level of supervisory con-
cern; a b represents the most critically deficient level of performance
and, therefore, the highest degree of supervisory concern.

A 4-rated bank exhibits serious financial weaknesses and potential
unsafe and unsound conditions that if not effectively addressed, could
impair the bank’s future viability, pose a threat to the interests of the
bank’s depositors, and a potential for disbursement of funds by the
Bank Insurance Fund. While the regulators do not consider a 4-rated
bank’s failure to be imminent, such a bank exhibits a higher than normal
potential for failure. The regulators consider a 5-rated bank to have an
extremely high immediate or near-term probability of failure. These
institutions exhibit weaknesses or unsafe and unsound conditions that
require urgent aid from stockholders or other public or private sources
of financial assistance. In the absence of urgent and decisive corrective
measures, 5-rated banks will likely fail and require some form of assis-
tance from the Bank Insurance Fund.

As of December 31, 1989, 1,092 commercial banks (8.6 percent of the
industry’s 12,706 commercial banks) with assets totaling $187.8 billion
(b.7 percent of the industry’s $3.3 trillion in assets) were on the problem
bank list. In certain instances, the Bank Insurance Fund is the insurer of
savings banks. However, industry data reported by the regulators usu-
ally cover the commercial banking industry, which excludes savings
banks insured by the Fund. There were 17 savings banks with assets
totaling $47.6 billion included on the problem bank list as of

December 31, 1989. Table 3.1 shows the distribution of problem banks
on the list based on composite ratings for 3 years.

.|
Table 3.1: Problem Banks for Calendar Years 1987 Through 1989
Dollars in billions

As of December 31,
1989 1988 1987
Number Assets Number Assets Number Assets
4-rated banks 895  $2118 1124  $3174 1339 $3365
5-rated banks 214 236 282 348 236 219
Total Problem Banks 1,109 $235.4 1,406 $352.2 1,575 $358.4

The number of banks on the problem bank list has been significant over
the past several years. At December 31, 1987, the problem bank list
included 1,675 banks. Through December 31, 1989, 258 of these banks
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actually failed and 21 were assisted. Of the remaining banks, 729 were
deleted due to an improved financial condition or merger and 567
remained on the list at December 31, 1989. Thus, while a bank’s pres-
ence on the problem bank list identifies it as an institution in severe
financial condition, it does not conclusively indicate that the bank will
fail. Conversely, as is discussed later, a bank’s absence from the list is

not assurance that the bank will not fail.

FDIC believes that as the number of problem banks continues to decline,
the failure rate will also decline. While the number of banks on the
problem bank list has declined since 1987, the number of problem insti-
tutions along with the level of exposure they represent to the Bank
Insurance Fund is still alarmingly high and poses a significant risk to the
Fund. The Southwest region’s 610 problem banks continued to be the
highest number by far, more than three times the 178 problem banks
reported by the West, the second highest region. At year-end 1989, the
Northeast region reported 20 problem banks as compared to 19 in 1988,

In 1989, 206 banks with assets of $29.2 billion failed, compared to 200
banks with assets of $36.5 billion that failed in 1988. Through the first
quarter of 1990, the bank failure rate decreased from the 1989 rate. FDIC
reported that 37 banks with assets totaling $2.0 billion had failed during
the first quarter of 1990. By comparison, FDIC reported 63 bank failures
(including 20 MCorp subsidiary banks), with assets totaling $18.6 bil-
lion, during the first quarter of 1989.

We conducted a financial analysis of all the banks with assets in excess
of $100 million on FDIC’s problem bank list at December 31, 1989, using
quarterly and annual financial information the banks reported in their
quarterly call report and Securities and Exchange Commission submis-
sions from December 1986 through December 1989. We analyzed banks
with over $100 million in assets because we believe banks with lower
asset levels can be resolved by the Bank Insurance Fund and not result
in the fund balance declining from year to year unless a recession were
to occur. As stated in chapter 2, the collective estimated cost of 161
smaller bank failures in 1989 was comparable to one large bank failure.

Our analysis included 171 of the problem banks with assets totaling
$202 billion (85.8 percent of the total assets of banks on the

December 31, 1989, problem bank list). Additionally, we reviewed finan-
cial information for the 100 largest U.S. commercial banks, 5 of which
were included in the 171 from the problem bank list. Also, our review
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included another 34 banks that we identified as problem banks based on
other regulatory and public source information. In total, we reviewed
the financial condition of 300 banks.

We reviewed each of the 300 banks’ asset composition and performance,
equity capital level, earnings performance, and liquidity level. We also
compared these key financial indicators for each bank with the averages
of all 300 banks and with the averages of the industry as a whole. We
used this information to determine which banks were in such severe
financial condition at December 31, 1989, that they were likely to fail in
the near future without some form of recapitalization. We also used this
information to determine which banks were experiencing significant
downward trends in their performance as of December 31, 1989, such
that a continued deterioration in their region’s economies would result
in the likelihood of their failure. We reviewed the condition of these
banks through March 31, 1990, to see if conditions had changed signifi-
cantly since December 31, 1989.

Our financial analysis of the 300 banks showed 35 institutions in such
severe financial condition at December 31, 1989, that without some form
of recapitalization, they are likely to fail or require regulatory assis-
tance in the near future. These 35 banks are located principally in the
Northeast and Southwest and have assets totaling $45.1 billion. While it
is not possible to predict with certainty that all of these banks will fail,
we believe it is highly likely that many, if not all, of them will fail. If all
of these banks fail, we estimated a cost to the Fund ranging from $4.4
billion to $6.3 billion.

Of these banks, 26 with assets totaling $17.5 billion were listed on the
December 31, 1989, problem bank list. These institutions represent 2.3
percent of the banks and 7.4 percent of the total assets of the banks on
the problem bank list. The remaining 9 banks with assets totaling $27.6
billion were rated 2 to 5 by the regulators.

FDIC stated that the 7 banks rated 4 or 5 were not on the problem bank
list because their last examination was too close to year-end to reflect
their revised CAMEL rating in the year-end problem bank list. In addition,
they stated that 3 of these 7 banks were operating under a recapitaliza-
tion plan that the regulators believed was credible. The remaining 2
banks were rated 2 or 3. They were not examined in the last year and
thus the CAMEL rating did not change.
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The primary determinants we used in identifying the 36 banks likely to
fail were the likelihood of their becoming equity insolvent based on the
bank’s earnings trend and the level of nonperforming assets. Generally,
these banks were already insolvent based on equity capital or had min-
imal levels of equity capital, had excessive levels of problem assets
(composed of nonperforming loans, delinquent loans, and other real
estate owned/acquired through foreclosure), and had earnings trends
that if continued would lead to their insolvency based on equity capital
in the near future. Table 3.2 shows that financial indicators of the 35
banks’ financial condition are dramatically worse than the industry
averages and the averages of the 300 banks we reviewed.

- |
Table 3.2: Key Banking Industry Financial Indicators as of December 31, 1989

Dollars in billions

Equity capital Problem assets Net income {loss)
Total assets Amount Percent® Amount Percent® Amount Percent®
Problem banks (35) $45.1 $6 1.4 $4.0 8.8 $(1.6) (3.5)
Total sampied banks (300) 1,998.9 1001 50 79.1 4.0 1.7 A
Total commercial banks
(12,706) 3,289.0 206.0 6.2 1138 34 16.3 5

“Percentage of total assets

Our analyses of the 300 banks showed that a significant number of
other banks were experiencing significant negative trends in certain key
financial indicators at December 31, 1989. These trends include the rate
of depletion of equity capital, negative earnings, the growth in problem
assets, and low levels of bank liquidity. In addition, these banks are pri-
marily located in the Northeast and Southwest—areas with depressed
real estate markets. Given the banks’ financial condition, they are likely
to fail in the future if these economies continue to deteriorate.

Costs related to the 35 banks we believe are likely to fail in the near
future without recapitalization and those banks we believe are likely to
fail later if deteriorating economic conditions persist could significantly
impair the Fund, which reported a balance of $13.2 billion as of
December 31, 1989. In addition, there are several other large banks that
could fail if the economy experiences a recession. Their financial condi-
tion was better than the banks we identified; however, their failure
could result in depletion of the Fund.

Our estimates of $4.4 billion to $6.3 billion of costs to the Fund are
based on loss rates FDIC has historically experienced on bank failures.
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However, there are certain inherent limitations in using historical expe-
rience to predict future events. As a result of changes in the composition
of assets in banks, such as those noted in chapter 2, ¥pIC’s past loss rates
might be inaccurate indicators of future loss rates. For example, very
few of the bank failures have had concentrations of HLTs in their loan
portfolios through 1989. HLTs are relatively new and do not yet have
reliable historical loss rates which could be used to reasonably predict
their potential impact on bank losses.

Another factor affecting the Fund’s estimated exposure for future bank
failures is the quality of some quarterly call report data the banks pre-
pared for the regulators. The call report consists of a balance sheet,
income statement, and various other financial information required by
the governing bank regulations. These reports are not audited. Other
than on-site examinations by the regulators, call reports and other infor-
mation the banks prepare at the regulators request are the principal
means by which regulators assess the financial condition of a bank. The
regulators use this data for off-site monitoring of banks’ financial condi-
tion and performance between on-site examinations in order to identify
adverse trends in an individual bank or the industry, in the aggregate or
regionally. The data are also used in helping to decide the frequency and
timing of on-site bank examinations and generally in planning the scope
of an on-site examination.

We used the quarterly call reports to analyze the banks’ financial condi-
tion. Although we did not review the overall quality of call reports, we
have found examples in certain problem banks that suggest call report
accuracy often depends on whether there has been a recent examination
by the bank regulators.

We reviewed examination reports for 10 institutions in the Northeast
which were rated 4 or 5. We found that the regulators reported that
these institutions had understated the level of nonperforming loans in
their call report submissions; thus, they had established inadequate
levels of loss reserves and had overstated interest income and net
income. In addition, our ongoing study on accounting and reporting
issues in banking, where we reviewed examination reports prepared
prior to the failure of 39 banks, found that the regulators cited inade-
quate reserves being reported in the call reports in 31 of the 39 banks.
The level of these understatements and their impact on the institutions’
financial condition varied. We found that some of the asset classifica-
tions the examiners recommended would change the reported financial

Page 32 GAO/AFMD-90-100 Bank Insurance Fund



Chapter 3
Problem Banks Expose the Bank Insurance
Fund to Significant Risks

Monitoring of Banks
Varies Among the
Regulators

condition of the institutions. Thus, the information reported in call
reports does not always reflect the true financial condition of an institu-
tion. Discussions with regulators revealed that they agree that the
quality of call report information submitted by some banks, particularly
problem institutions, is questionable.

Another indicator of the problems with the quality of call report data is
the timing of bank failures in relation to when and if the bank appeared
on FDIC’s problem bank list. In general, banks remain on the problem
bank list for several quarters or years before they either fail, are
merged or assisted, or their financial condition improves resulting in a
composite CAMEL rating less than 4. However, of the 406 banks that
failed in 1988 and 1989, we found that 22 failed without ever appearing
on the problem bank list and that 9 failed after appearing on the list for
only one quarter. The recent failure of the National Bank of Washington
is another example of a bank that failed without appearing on the
problem bank list. The absence or limited presence of these banks on the
problem bank list suggests that the regulators had not thought them to
be in danger of failing until the bank examiners, in conducting on-site
examinations, found them to be in such severely deteriorated financial
condition that they were immediately closed. While we did not review
the examination and call reports for these institutions, we are concerned
that the call reports apparently did not forewarn regulators about the
conditions which caused these banks to fail.

Federal regulators attempt to ensure that all banks are examined on a
routine basis. However, due to staffing limitations, greater reliance is
being placed on off-site monitoring. The accuracy of call report data,
particularly for troubled or near troubled (3-rated) banks where the
effect of misstatement is more critical, is a concern for effective off-site
monitoring. Another concern is the disparity in the frequency and scope
of on-site examinations from regulator to regulator. Both FpIC and FRB
rely more on on-site examinations, while occ utilizes off-site monitoring
with limited scope on-site examinations.

The goal of the Federal Reserve Board, which supervises and regulates
state-chartered banks that are members of the Federal Reserve System
and bank holding companies, is to examine state-chartered banks and
inspect large and problem bank holding companies annually. 0cc, which
supervises and regulates national banks, places the responsibility for
the scope and timing of examinations on field managers assigned to
monitor specific banks. FDIC supervises and regulates insured state-
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chartered banks that are not members of the Federal Reserve System.
FDIC's goal is to conduct on-site examinations at least every 24 months
for institutions considered healthy, and on-site examinations at least
every 12 months for problem and near-problem institutions.

FDIC Monitoring

FDIC’s Division of Supervision is responsible for conducting and planning
bank examinations. It conducts full scope on-site examinations of
problem banks for which FDIC has supervisory responsibility. These
examinations, sometimes referred to as safety and soundness examina-
tions, are often more limited in scope for banks with CAMEL ratings of
less than 4. A full scope examination consists of a detailed review of the
entire bank to determine its CAMEL rating. In conjunction with safety and
soundness examinations, the Division of Supervision also conducts more
specific examinations for (1) performance of fiduciary responsibilities,
(2) adequacy of internal controls in electronic data processing, and (3)
compliance with consumer protection and civil rights laws and
regulations.

FDIC’s Division of Supervision does not conduct on-site examinations
based on fixed examination cycles. It believes that the use of such cycles
results in some banks receiving too much supervision and others not
enough. Instead, it places more emphasis on monitoring problems/risks
within the banking industry and individual banks through off-site moni-
toring procedures. However, to ensure that banks are routinely
examined, the Division of Supervision has an examination frequency
policy that requires an on-site examination be conducted at least every
24 months for banks with a 1 or 2 CAMEL rating and every 12 months for
banks with a 3, 4, or 5 CAMEL rating. The examination frequency policy
is also flexible and counts many state examinations of banks rated 1, 2,
and 3 the same as an FDIC examination. However, the frequency of
examinations is not necessarily accelerated for banks on the problem
bank list. Rather, the Division of Supervision assesses the risk associ-
ated with these banks on a case-by-case basis and decides on an appro-
priate response (for example, an examination within 6 months, a visit to
the bank quarterly, or periodic phone calls to the bank).

In addition to the on-site examination process, FDIC has an off-site moni-
toring program known as the CAEL off-site review program. CAEL stands
for capital, asset quality, earnings performance, and liquidity. Under the
CAEL program, financial information submitted by the banks (call report
data) is reviewed and compared to the examination data. The CAEL pro-
gram is maintained in a computer database and updated as quarterly
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call reports are submitted to Fpic. The program gives examiners on-line
access to the latest supervisory data and financial information and helps
them detect banks with deteriorating financial conditions. Thus, banks
are examined on-site once every 12 or 24 months, and supervisory off-
site review is performed on a quarterly basis.

FRB Monitoring

The FRB uses a computerized surveillance system to monitor the finan-
cial condition of all member banks. The surveillance system is divided
into two parts, one for member banks and one for bank holding compa-
nies. The main objective of the system is to identify financial institutions
that are not yet problems but exhibit deteriorating financial profiles. FRB
reviews and updates the system quarterly to facilitate early warning
and to detect emerging problems.

Data used in the surveillance system are obtained from the financial
reports of the banks and bank holding companies. Using this data, the
system computes six ratios for each institution and ranks it based on a
comparison with its peers. The lowest ranked institutions (the bottom

5 percent through 10 percent) are segregated by district on an exception
list. The responsible field analyst will perform an extensive evaluation
of all the institutions identified on the exception list and, based on this
evaluation, conclude as to whether they are potential emerging
problems . The system also provides a detailed performance report for
each institution.

Although FRB administers the program, its reserve banks have computer
access to the data and the performance reports. Reserve bank analysts
review the exception list to determine the validity of the initial evalua-
tions and annotate the list with their final evaluation or surveillance
notation. Generally, banks with a 3 CAMEL rating are put on a ‘“watch”
list (the “watch” list indicates that a bank’s condition warrants concern
but is manageable). Banks with a 4 CAMEL rating require special supervi-
sion (increased frequency of examination) and banks rated 5 are consid-
ered problem banks targeted for special attention (on-site supervision
and constant contact with the bank). Bank holding companies are rated
using the BOPEC rating system. BOPEC stands for bank subsidiaries, other
subsidiaries, parent company, earnings-consolidated, and capital
adequacy-consolidated. This system uses the same 1 to 5 rating catego-
ries as the CAMEL rating system. In addition, reserve banks prepare
written analyses for all institutions with deteriorating financial profiles.
FRB staff report the reserve bank’s conclusions to FRB senior officials;
any revisions are reported back to the reserve banks. The reserve banks
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then take supervisory action, such as on-site supervision or close moni-
toring of the bank’s condition.

In addition to the surveillance system described above, the stock prices
for bank holding companies with over a $1 billion in consolidated assets
are also monitored. Bank holding companies with a decline of 10 percent
or more in their stock price relative to the industry are added to the
exception list.

In addition to the surveillance system, the reserve banks examine state
member banks in conjunction with state banking authorities and inspect
large and problem bank holding companies at least once a year. How-
ever, certain banks require additional review. For example, multina-
tional state member banks and all other banks with assets greater than
$10 billion are subject to a full scope examination annually, in addition
to limited scope or target examinations. Limited scope examinations
review all areas of activity covered by a full scope examination, but less
intensively. Also, banks with a 4 or 56 CAMEL rating must be examined
twice a year, including one full scope examination, until their condition
improves.

Between examinations, the reserve banks review all annual Securities
and Exchange Commission filings and regulatory reports to aid in the
early detection of banks with deteriorating conditions.

OCC Monitoring

Like FRB and FDIC, OCC also uses a computerized supervisory monitoring
system to monitor the financial condition of national community banks,
national regional banks, and multinational banks. Generally, on-site
examinations at 0cC are more limited in scope than those done by FDIC
and FRB, and greater reliance is placed on an off-site monitoring system
to aid in (1) the early warning, identification, and monitoring of problem
banks, (2) the determination of possible systematic problems within the
financial community, and (3) the estimation of resources needed to
monitor/supervise problem banks.

occ's field offices are primarily responsible for identifying problem
banks. Portfolio managers from the field are assigned specific banks to
review and monitor. 0CC believes that this system enables the portfolio
managers to remain in constant contact with their banks and thus
become very familiar with the banks’ operations.
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Portfolio managers use the supervisory monitoring system as a primary
tool to carry out their responsibilities. The supervisory monitoring
system contains such information as the bank’s most recent call report
and CAMEL rating, other relevant off-site/on-site financial data such as
financial statements, any enforcement actions against the bank, audit
reports, risk profile, and supervisory strategy.

The portfolio manager writes the supervisory strategy, which includes
critical data: how often the bank should be examined, supervisory
actions needed based on the bank’s condition and any significant
changes in the bank’s business strategies, the bank’s capital level, and
the percentage of classified assets.

0CC requires a manager to update the supervisory strategy at least once
a year. For banks with a 4 or 5 CAMEL rating, the strategy should be
updated quarterly or after each on-site review. For banks rated 4 or b,
district managers have more input into the supervisory strategies. Some
districts with banks rated 4 or 5 include 3-rated banks in this review
process. 0CC’s Special Supervision Division and Multinational Division
look at all 5-rated banks. They review the bank’s condition and supervi-
sory strategy for adequacy and reasonableness.

The regulators stated that because of the large number of problem
banks and the limited number of bank examiners, each of the three bank
regulatory agencies has developed its own system of off-site monitoring.
While these are useful tools in day-to-day surveillance, they may not be
as effective as routine, on-site examinations because they rely on the
integrity of quarterly call reports and other bank financial data.
Without frequent full scope, on-site examinations, particularly for
problem institutions and large institutions, the financial information
provided by the banks through call reports could present an overly opti-
mistic picture of their financial condition. We believe that full scope, on-
site examinations are the most certain means for regulators to determine
the true financial condition of banks.

While analysis of a bank’s financial condition and performance may
show that it has little potential for viability, this does not mean the bank
will actually fail. Depending on the type of institution, occ or a state
chartering authority has the express power to close an institution. A
bank fails when its chartering authority declares it to be insolvent and
closes the institution. A recent ocC regulation, effective November 21,
1989, defines insolvency as the point at which the institution has
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exhausted its equity capital. However, state chartering authorities will
close an institution when it has become insolvent on the basis of regula-
tory capital.?

FDIC, OCC, FRB, and state banking authorities for state-chartered banks
determine together the options available for a distressed institution. The
regulators consider their assessment of the institution’s current finan-
cial condition and its primary causes. If they conclude that (1) the insti-
tution would be viable given some infusion of financial assistance and
(2) such assistance would be more cost beneficial than closing the insti-
tution, they will attempt to provide assistance. For example, if an insti-
tution cannot meet its obligations as they come due and if the regulators
conclude that the bank is otherwise a viable institution, FRB may
authorize the bank to borrow funds from a Federal Reserve Bank to
meet its liquidity needs. Since such borrowings are payable on demand,
FRB could call them whenever the institution is no longer considered
viable. Additionally, these borrowings are collateralized by bank assets
which are equal to or in excess of 100 percent of FRB borrowings.

Granting this assistance implies the belief that it will enable the institu-
tion to return to viability. In some cases, however, FDIC may provide
temporary assistance to an institution no longer considered viable to
minimize the disruption of banking services in the bank’s community
and to bring about an orderly closing of the institution.

The regulators also consider other factors in determining whether a dis-
tressed institution is viable. They may request and evaluate business
plans the institution submits to determine whether the institution has a
realistic strategy to work itself out of its difficulties. In addition, if the
bank is a subsidiary of a bank holding company, the holding company’s
ability to provide capital and/or other assistance to the distressed insti-
tution is considered. FRB will bring pressure to bear on those holding
companies that are able to provide such assistance. However, a recent
federal court decision related to the MCorp bank holding company in
Texas could adversely affect FRB's ability to apply pressure to holding

2Regulatory insolvency refers to the point at which an institution has exhausted its regulatory cap-
ital. The major distinction between equity capital and regulatory capital is that the reserves for loan
and lease losses are included in the determination of regulatory capital.
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companies. The court ruled that FRB does not have authority to order a
holding company to transfer its funds to its troubled subsidiary banks.?

The size of the institution and the effects closing it would have on the
local economy and other parts of the nation’s banking system are also
considered in determining whether to close an insolvent institution.
Thus, although we can use empirical data to identify banks that may
fail, we cannot say with certainty that the chartering authorities will or
should close these institutions until the institution is insolvent based on
regulatory capital.

Appendix I includes the Bank Insurance Fund'’s 1989 and 1988 financial
statements and our opinion on those statements. The Fund’s 1989 finan-
cial statements do not reflect the $4.4 billion to $6.3 billion estimated
cost associated with the 35 institutions we believe are likely to fail in
the near future without some form of recapitalization. Under generally
accepted accounting principles, an entity must accrue an estimated loss
if it is probable that a liability has been incurred and the amount of the
loss can be reasonably estimated. If both of the conditions are not met,
disclosure of the loss contingency should be made if there is a reason-
able possibility that a loss has occurred.

We believe that losses can be reasonably estimated using FDIC’s historical
loss experience in assisting failed institutions. However, we were not
able to ascertain that it was probable that FpiC had incurred a loss from
the 36 banks as of December 31, 1989, the date of its financial
statements.

We applied several criteria in determining whether, in effect, the 356
banks had failed and FpIC had probably incurred a loss. The criteria
reflect the conditions the regulators use in deciding bank assistance
actions. First, we believe it is probable that the Bank Insurance Fund
has incurred a liability if a bank is insolvent on the basis of regulatory

IMCorp, Civ. No. 89-2816 (5th Cir, May 15, 1990). In this case, FRB argued that MCorp’s failure to
provide capital to its subsidiary banks was an “unsafe and unsound practice” under 12 U.S.C. 1818,
which FRB could act to restrain. The court concluded that FRB’s determination was an unreasonable
and impermissible interpretation of the statute since, among other things, the Congress had made no
effort in any of the Bank Holding Company Act legislation to require holding companies to inject
capital into subsidiary banks.
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capital.* Second, we considered whether, as of December 31, 1989, any
of the 36 banks were (1) equity insolvent based on generally accepted
accounting principles or in severe enough financial condition that they
would become insolvent in a year if not recapitalized, and (2) a current
agreement or ongoing negotiations indicated that bank assistance from
the Fund would be necessary. While the 35 institutions we identified
were either equity insolvent or in severe enough financial condition as
of December 31, 1989, that they were likely to become insolvent soon if
they were not recapitalized, none of the institutions have agreements or
were negotiating with the regulators to receive assistance from the Bank
Insurance Fund. Consequently, these institutions did not meet the condi-
tions for probable loss required by generally accepted accounting princi-
ples for recording a loss in the Fund’s financial statements.

FDIC included a note to its financial statements disclosing the possibility
that financial assistance to failing banks may be required and that this
assistance could have a material impact on the condition of the Fund.
FDIC's note did not mention that we had identified 35 banks that may fail
in the near future. FDIC believes it is not possible to identify the timing of
assistance. This position strengthens our concern that generally
accepted accounting principles regarding loss contingencies may be
unduly delaying loss recognition. The criteria for determining when a
loss is probable allow too much subjective judgement that management
can use to not recognize losses and still meet generally accepted
accounting principles. Chapter 5 further discusses our concerns and
suggestions,

Because of the significant impact these 35 institutions would have on
the Fund if they failed in the near future, we have included an explana-
tory paragraph in our opinion on the Fund’s 1989 financial statements
to disclose our concerns and the effect of these potential failures on the
Fund’s financial statements. As of the date of our opinion, June 28,
1990, 9 had already failed. Based on March 31, 1990, call data we found
that the remaining banks’ financial conditions had not improved.

The Bank Insurance Fund faces significant costs in the near future due
to the severely deficient financial condition of 35 problem banks. The
Fund balance could be significantly reduced if these banks fail or

4At December 31, 1989, 5 of the 35 banks were insolvent on the basis of regulatory capital. These
banks were subsequently closed in 1990 and their costs incurred in the Bank Insurance Fund's 1990
operations.
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require assistance. The Fund faces additional loss contingencies later
from other institutions whose current financial condition makes them
susceptible to failure if their regional economies continue to deteriorate.

While we have estimated the potential exposure facing the Fund from
these problem institutions, we cannot be certain that these banks will
fail. The decision to close an institution ultimately rests with its char-
tering authority. Our estimates are also limited because of the question-
able quality of the call report data the bank reported to the regulators
and which we used in our analyses. Because the call report information
does not always accurately state the financial condition of these institu-
tions, the Bank Insurance Fund’s potential loss exposure may actually
be greater than we have estimated. Furthermore, inaccurate call reports
may also keep banks in severe financial condition from appearing on
FDIC’s problem bank list. Because the regulators are increasingly relying
on call report information in their off-site monitoring of banks to supple-
ment on-site, full scope examinations, early warnings of potential bank
failures and their impact on the Fund may not occur.

We recommend that the Chairman, Federal Deposit Insurance Corpora-
tion; the Chairman, Federal Reserve Board; and the Comptroller of the
Currency annually perform on-site, full scope examinations of problem
banks and large banks.

In its written comments on a draft of our report, FRB agreed with our
recommendation that regulators should perform annual on-site, full
scope examinations of problem and large banks, stating that its current
policies exceed this standard. FRB also concurred with our views
regarding the importance of on-site examinations. (See appendix IV.)

FDIC commented that its recent goals have been to increase efforts in on-
site as well as off-site monitoring. (See appendix IIl.) However, it does
not intend its improved off-site monitoring to substitute for an effective
on-site examination program.

0cC questioned our recommendation as well as the accuracy of our por-
trayal of its approach to bank supervision. (See appendix V.) occ stated
it utilizes both on-site and off-site examination techniques that use its
resources efficiently while at the same time provide current information
about the condition of each bank under ocC’s supervisory authority. occ
believes its present approach to bank supervision allows its examiners
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both flexibility and accountability in determining what types of supervi-
sory activities to perform at the banks for which they are responsible
and when these activities are to be performed.

Our work found that occ does not perform annual full scope examina-
tions on large and problem banks. Failure to perform full scope exami-
nations increases the likelihood that a large bank could experience
severe financial deterioration and not be identified in a timely manner.
An example of this is the recent failure of the National Bank of Wash-
ington which, prior to its failure, had a CAMEL rating of less than 4,
implying that it was not in danger of failing. Additionally, the failure to
perform annual full scope examinations of problem banks increases the
risk that any further deterioration of a problem bank’s financial condi-
tion would not be reported. Thus, a bank that should be closed could
remain open and ultimately result in increased costs to the Bank Insur-
ance Fund due to the delay in closing the bank.

Our report is consistent with 0CcC’s description of its supervision process.
occ’s off-site monitoring system is similar to that of the other regulators.
However, like FDIC and FRB, we believe that enhanced off-site monitoring
of banks should complement vigorous on-site examinations, not replace
them or reduce their scope, as we believe 0CC’s current supervisory
approach has done.

While the scope of an examination would, and should, vary from bank to
bank, a comprehensive, full scope examination is the most accurate
means of assessing a bank’s financial health. Annual full scope examina-
tions of large and problem banks, complemented by off-site monitoring
and resident examiners in large banks, would produce a supervisory
system capable of identifying troubled banks and aiding in timely inter-
vention by regulators.

occ also commented that the report’s estimates about the number of
potential banks failures and their impact on the Bank Insurance Fund
are based on limited and insufficient data. occ stated that while loss
rates experienced by FDIC on bank failures could increase, 0CC’s new clo-
sure policy should mitigate this increase. 0cC also stated that the report
does not estimate the extent to which inaccurate call report data have
led to understating problem banks’ financial conditions or additional
costs to the Fund.

Our report acknowledges the limitations of the data used to identify the
number of banks that are likely to fail within the next year. However,
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experience to date in 1990 supports the process we used to identify
these potential bank failures. As of August 15, 1990, more than one
third of the 35 banks we identified as likely to fail had already failed. In
addition to those that had already failed, FDIC acknowledged that
another bank would require assistance. This report does not specifically
identify the 36 banks, as we are statutorily prohibited from disclosing
the names of any open banks to the public. However, we can disclose
and have disclosed this information to the reguiators.

Our report acknowledges 0cC’s policy of closing banks when they
become equity insolvent. While this policy states occ will consider clo-
sure at the point of equity insolvency, it does not affirmatively state
that all equity insolvent banks will be closed. 0cC could allow a bank
that is equity insolvent to remain open under this policy, thus not
reducing the cost of the eventual bank failure to the Fund. Also, as
acknowledged in our report, we did not conduct a detailed review of the
scope and quality of bank supervision practices, including the quality of
bank call reports. However, our future plans include such a review and
at that time we will be better able to correlate the impact of inaccurate
call report and other bank prepared data on the timing of supervisory
actions and, ultimately, on the Fund.
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The Bank Insurance Fund ended the year 1989 with a balance of $13.2
billion, as compared to $14.1 billion at year-end 1988, and reported a net
loss in 1989 of $852 million. Loss reserves relating to 206 bank failures
and one assistance transaction along with certain increases to existing
loss reserves from prior years' bank failures contributed to the loss. At
December 31, 1989, the ratio of the Fund balance to insured deposits
equaled .7 percent, the lowest ever in the history of the Fund (down
from .83 percent at year-end 1988). From 1980 through 1987, the ratio
of the Fund balance to insured deposits averaged 1.17 percent. Thus, the
past 2 years have seen sharp declines in the Fund’s reserve ratio.

FIRREA authorizes FDIC to increase annual assessments each year begin-
ning in 1990 to eventually achieve a minimum reserve ratio to insured
deposits of 1.25 percent, or up to 1.5 percent if the FpIC determines that
a significant risk of substantial future losses justifies a higher reserve
ratio for a particular year. However, FIRREA also places various con-
straints on the amount and timing of the increases FDIC can impose.
Because of these assessment constraints and the Fund'’s exposure to
risks, our estimates show the Fund will not achieve the minimum
reserve ratio by 1995. Further, we question whether the assessment
authority under FIRREA is too restrictive to build a Fund balance that
would protect the taxpayer in the event of a recession.

While the 1.26 percent minimum reserve ratio designated by FIRREA is
comparable to the average reserve ratio of 1.17 percent for the period
from 1980 through 1987, we question whether it is sufficient consid-
ering the existing and future exposures the Fund faces. We believe the
Fund is faced with greater risks today than ever before. We are not
aware of any study that was done to determine the basis of the min-
imum and maximum reserve ratios prescribed by FIRREA. The uncertain-
ties related to the sizeable HLT exposure, the growth in real estate
lending, the persistent LDC debt problem, along with insufficient growth
in the industry’s equity capital compared to the growth in
nonperforming loans cause us to believe the current $13.2 billion fund
balance is too thinly capitalized. The riskier nature of the industry’s
loan portfolio coupled with a recession could deplete the Fund balance,
resulting in costs to the taxpayer.
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FIRREA provides for FDIC to charge incrementally increasing annual
assessment rates to insured commercial banks beginning in 1990. The
statutorily prescribed rate of .083 percent of a bank’s adjusted average
deposit liability for 1989 increases to .12 percent for 1990 and .15 per-
cent for 1991 and beyond. Fpic charged the prescribed rates authorized
for 1989 and 1990. FIRREA also authorizes FDIC to increase these pre-
scribed rates under certain circumstances, but limits all authorized
increases to .075 percent of insured deposits in any given year, and the
assessment rate itself cannot exceed .325 percent of insured deposits.
The circumstances under which FDIC may increase the rates are tied to
the Fund’s reserve ratio.

Under FIRREA, for each year beginning in 1989, the Fund’s designated
minimum reserve ratio to insured deposits is to be 1.25 percent. It may,
however, be at a higher level not to exceed 1.50 percent if FDIC’s board
of directors determines on a yearly basis that a significant risk of sub-
stantial future losses to the Fund justifies a higher ratio. From 1989
until the earlier of January 1, 1995, or January 1 of the year in which
FDIC first expects the Fund to attain the designated reserve ratio, FpIC
may increase the statutorily prescribed rate only if the Fund’s reserve
ratio is not increasing on a calendar year basis. Thereafter, FDIC may
also increase the assessment rate if it determines that the Fund reserve
ratio is expected to be less than the designated reserve ratio.

FDIC has developed two projections of the Fund balance and its ratio to
insured deposits for each year from 1990 through 2000. Table 4.1
presents FDIC'S projections through 1995. Scenario 1 uses FDIC's most
optimistic estimate of failure and assistance expenses. Scenario 2 uses a
more conservative estimate of these costs. Both projections use opti-
mistic projections of income earned from investments. They use the
beginning-of-the-year balance of investment principal, when on average
this balance has declined over the last 5 years. We believe FDIC’s esti-
mates of costs associated with failure and assistance transactions in sce-
nario 1 are unrealistic in light of the institutions we believe are likely to
fail in the near future or later. Also, FDIC assumed annual growth of 6.9
percent in both the assessable deposit base and insured deposits. The
actual insured deposit growth rate has averaged 5.6 percent over the
last b years. The assessment rates prescribed under FIRREA of .12 per-
cent for 1990 and .15 percent thereafter were applied to the assessable
base to derive the assessment revenues.
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Table 4.1: FDIC Projections of the Bank Insurance Fund Reserve Ratio for 1990 Through 1995

Dollars in billions

Scenario 1 1990 1991 1992 1993 1994 1995
Insured deposits $2,002.2 $2,140.3 $2,288.0 $2,445.1 $2,614.7 $2,795.1
Assgessable base 24181 2,584.9 2,763.3 2,9539 3,157.8 3,375.7
Assessments 29 39 41 44 47 5.1
Failure and assistance expenses 2.3 23 23 23 23 23
Net income 1.6 27 32 38 44 52
Fund balance 14.8 17.5 207 245 289 341
Ratio of fund balance to insured deposits

(percent) 0.74 0.82 091 1.00 1.1 1.22
Scenario 2
Insured deposits $2,002.2 $2,140.3 $2,288.0 $2,445.1 $2,6147 $2,795.1
Assessable base 24181 25849 2,763.3 29539 3,157.8 3,375.7
Assessments 29 39 4.1 44 47 5.1
Failure and assistance expenses 38 38 38 38 38 38
Net income 0.1 1.1 14 1.8 23 28
Fund balance 13.3 14.4 15.8 176 19.9 227
Ratio of fund balance to insured deposits

(percent) 0.66 0.67 0.69 0.72 0.76 0.81

FDIC'S most optimistic scenario projects that by 1995 the Fund balance
will come close to but will not achieve the minimum reserve ratio desig-
nated by FIRREA. Under scenario 2, the 1995 reserve ratio would be far
below that designated minimum ratio. Under scenario 1, the Fund would
exceed the 1.25 percent minimum reserve ratio in 1996. Under scenario
2, FDIC projects that the Fund would achieve the minimum reserve ratio
of 1.25 percent by the year 2000.

GAO Projections of
Attaining the
Minimum Reserve
Ratio

The following tables present our projections of the Fund'’s balance and
its ratio to insured deposits for each year between 1990 and 1995 under
three scenarios. Based on these projections, we do not believe that it is
likely the ratio will reach the 1.26 percent minimum reserve ratio desig-
nated by FIRREA by 1996.

We present three scenarios using FDIC’s projections of annual growth in
insured deposits and the assessable base. We used FDIC’s projections for
determining assessment income and insured deposit growth because we
believe the positive impact from higher assessments is largely offset by
a higher insured deposit base in computing the Fund’s reserve ratio.
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Also, we applied FIRREA's assessment rates to each year’s assessable
base. Growth in all other revenue sources and expenses, other than the
differing losses associated with failure and assistance transactions for
each scenario, is based on their average growth between 1985 and 1989.

Table 4.2: GAO Projection of the Bank Insurance Fund Reserve Ratio for 1990 Through 1995 - Scenario 1

Dollars in billions

1990 1991 1992 1993 1994 1995
Insured deposits $2,002.2 $2,140.3 $2,288.0 $2,445.1 $2,614.7 $2,795.1
Assessable base 2,418.1 2,684.9 2,763.3 2,953.9 3,157.8 3,375.7
Assessments 29 39 41 44 47 5.1
Failure and assistance expenses 25 25 25 25 25 25
Net income 1.7 26 28 30 32 35
Fund balance 14.9 17.5 20.3 23.3 26.5 30.0
Ratio of fund balance to insured deposits
(percent) 0.74 0.82 0.89 0.95 1.01 1.07

Table 4.2 presents an optimistic picture for the Fund. The assessment
rate applied to the assessable base equaled .12 percent for 1990 and .16
percent for 1991 through 1995. This scenario also assumes that losses
associated with failure and assistance transactions remain at the
average levels between 1985 and 1987, when the Fund incurred no
losses from the failure of a large institution. While the Fund’s balance
and its ratio to insured deposits increases from 1989 to 1990 and each
year subsequently under this scenario, by 1995 the ratio is still below
the minimum reserve ratio designated by FIRREA.

0 .
Table 4.3: GAO Projection of the Bank Insurance Fund Reserve Ratio for 1990 Through 1995 - Scenario 2

Dollars in billions

1990 1991 1992 1993 1994 1995
insured deposits $2,002.2 $2,140.3 $2,288.0 $2,445.1 $2,614.7 $2,795.1
Assessable base 24181 25849 2,763.3 2,953.9 3,157.8 33757
Assessments 29 5.0 4.1 44 47 51
Failure and assistance expenses 52 25 25 25 25 25
Net income (loss) (1.0) 37 28 3.0 3.2 35
Fund balance 122 15.9 18.7 21.7 249 284
Ratio of fund balance to insured deposits

(percent) 0.61 074 0.82 0.89 095 1.02
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Under scenario 2 (table 4.3) we include loss estimates for the larger
banks from the 35 institutions which we have identified as likely to fail
in the near future. This significantly decreases the 1990 Fund balance
and its ratio to insured deposits. Because the ratio of the Fund balance
to insured deposits declines in 1990 compared to 1989, our projections
assume FDIC will utilize the authority granted by FIRREA and will increase
the 1991 assessment rate by .075 percent over the rate charged in 1990,
the maximum allowable increase. In 1991, therefore, we assumed the
assessment rate applied to the assessable base to be .195 percent.
Because the Fund’s ratio to insured deposits is projected to increase in
each of the following years, we assumed the assessment rates for 1992
through 1995 would revert back to the statutorily prescribed rate of .15
percent. Under this scenario, the Fund’s balance and reserve ratio will
increase each year after 1990 but will remain thinly capitalized and well
below the 1.25 percent minimum reserve ratio.

|
Table 4.4: GAO Projection of the Bank Insurance Fund Reserve Ratio for 1980 Through 1995 - Scenario 3

Dollars in billions

1990 1991 1992 1993 1994 1995
Insured deposits $2,002.2 $2,140.3 $2,288.0 $2,445.1 $2,614.7 $2,795.1
Assessable base 24181 2,584.9 2,763.3 2,953.9 3,157.8 3,375.7
Assessments 29 5.0 4.1 44 47 51
Failure and assistance expenses 58 42 42 4.2 42 42
Net income (loss) (1.6) 2.0 1.1 1.3 1.6 1.8
Fund balance 11.6 13.6 14.7 16.0 17.6 19.4
Ratio of fund balance to insured deposits
(percent) 0.58 0.63 0.64 065 0.67 0.69

Under scenario 3 (table 4.4), we included the failure of both the larger of
the 35 banks we identified as likely to fail in the near future and other
large institutions which could fail if negative economic and financial
trends persist. For the latter, we applied our estimated midpoint cost
associated with these failures evenly over the b-year period from 1991
through 1995. For the institutions we identified as likely to fail in the
near future, we assumed the cost to be the midpoint of our loss range.
Under this scenario, the Fund’s ratio to insured deposits declines in 1990
compared to 1989. Consequently, our projections assume FDIC will
increase the 1991 assessment rate by .075 percent over the rate charged
in 1990, thereby charging a rate of .195 percent. Because the Fund’s
ratio to insured deposits is projected to increase in each of the following
years, we assumed rates for 1992 through 1995 would revert back to the

Page 48 GAO/AFMD-90-100 Bank Insurance Fund



Chapter 4
Reported Performance and Condition of the
Bank Insurance Fund

statutorily prescribed rate of .15 percent. While the Fund balance and
its ratio to insured deposits increase each year after 1990, the Fund
would remain thinly capitalized through 1995 and would fail to achieve
the 1.26 percent minimum reserve ratio under this scenario.

Our projections illustrate significant contingent losses facing the Fund in
the 1990s. The significance of these projections is that they raise serious
doubts about the Fund'’s ability to achieve the minimum reserve ratio of
1.26 percent by 1995 under the current assessment provisions of FIRREA.

Furthermore, our scenarios do not consider other factors which may
expose the Fund to even greater risks. A recession or a severe decline in
the Northeast economy similar to what occurred in the Southwest could
result in the failure of many banks not included in our estimates and
costs that would deplete the Fund. Also, the banking industry’s
increased dependence on riskier assets could result in additional losses
and bank failures. For example, if these conditions resulted in the
failure of two or three large money center banks, those failures would
have a disproportionately large impact on the Fund. Additionally, the
questionable quality of call report information may have resulted in our
actually understating the Fund’s exposure in the near future. Some
banks which appear healthy based on call report information may actu-
ally have a deteriorating financial condition.

Because of these concerns, we believe the Fund balance needs to be built
up to a level likely to withstand the cost of bank failures in a recession.
We recognize the concern that raising assessments to build a more ade-
quately capitalized Fund could significantly impact the profitability and
competitiveness of banks. Also, it may not be feasible to achieve ade-
quate protection for the Fund and ultimately the taxpayer solely
through assessment premiums.

FIRREA requires that the Department of the Treasury study deposit
insurance reform. We believe such a study should assess the banks’
ability to pay higher premiums and estimate at what point such higher
premiums may become counterproductive. Treasury’s study should also
consider other means of reducing the Fund’s exposure, such as requiring
banks to maintain higher capital levels, and other options to further pro-
tect the Fund and ultimately the taxpayers.
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With the failure of First RepublicBank Corporation in 1988, FDIC intro-
duced the separate asset bank concept. The failure of other large banks
in Texas have also resulted in the creation of other separate asset banks.
In many respects, this concept is similar to the noncash transactions the
Federal Savings and Loan Insurance Corporation entered into in the
latter days of its existence due to the decline in its cash resources. These
transactions require lower cash outlays upfront with the expectation
that the disposition of acquired assets will generate cash sufficient to
meet future needs. Further, if such cash outlays were made, they would
be large enough to significantly impair the Fund'’s cash position. Because
separate asset pools significantly leverage the Fund’s assets through
future exposure, they raise the concern that the Fund may become over-
extended beyond its ability to pay.

The separate asset bank concept allows the bank acquiring a failed insti-
tution to create and establish on its books a separate asset pool for all
failed bank nonperforming assets. The Fund is obligated to (1) pay
interest costs on the book value of the pool assets at the acquiring
bank’s cost of funds rate less income received on the separate asset
pool’s assets, (2) pay all expenses incurred in managing and liquidating
the assets, (3) fund writedowns to market incurred on assets which can
be transferred to the separate asset pool account during a specified
period of time, (4) fund losses on the disposition of pool assets, and

(6) purchase the remaining pool assets at the final settlement date when
the separate asset pool is removed from the acquiring bank’s books
based on the terms of the assistance agreement.

FDIC considers all of the above factors when determining the ultimate
cost of a transaction. At December 31, 1989, the Bank Insurance Fund’s
exposure for separate asset bank assets was approximately $8.0 billion.
The three separate asset pools that in substance existed at December 31,
1989, resulted in an estimated interest cost to the Fund of $1.6 billion.
This cost would have been avoided if the pool assets had been paid for
in cash. However, had cash outlays for these pool assets been made at
December 31, 1989, cash and cash equivalents and investments in U.S.
Treasury obligations held by the Bank Insurance Fund would have
decreased, and net receivables from bank assistance and failures would
have increased, by $8.0 billion. Such cash outlays would have signifi-
cantly impacted the Fund’s liquidity position. This in turn could have
impacted its ability to handle future bank failures due to insufficient
cash resources or required Treasury borrowings.
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Further, the terms of the bank assistance agreements related to these
three separate asset pools allow the acquiring bank to transfer loans
that were originally acquired into the separate asset bank if they
become nonperforming after the consummation date. Generally, the
dollar amount of loans that can be transferred for the first 12 months
after consummation is limited only by the failed bank’s total loans at the
consummation date. However, from months 13 through 24 after the con-
summation date, the acquiring bank can continue to transfer loans to the
separate asset bank up to an amount specified in the assistance agree-
ment. For example, in 1989, North Carolina National Bank (NCNB), the
acquirer of the failed First RepublicBank Corporation in Texas, trans-
ferred $1.1 billion from the $8.7 billion of loans that could have been
transferred in the first year. This resulted in $163 million in cash pay-
ments associated with the losses resulting from the writedown to
market value on the assets transferred. In addition, NCNB can put up to
$760 million in the separate asset bank during 1990, the second year.
These transfers further increase the Fund'’s potential liquidity exposure
from separate asset banks.

The Fund is also exposed to the risk of further deterioration in the value
of the assets in the separate asset bank. The book values of these assets
are often based primarily on appraisals. Our review of certain assets in
the separate asset bank created from the failure of First RepublicBank
Corporation identified instances where the recoverable values deter-
mined and recorded were overstated due to (1) the appraiser’s unreal-
istic assumptions and (2) FpIC guidelines that base recorded values on
the most recent appraisal.

We reviewed the estimated cash recovery (ECR) value for all separate
asset pool loans with a book value greater than $10 million and all other
real estate owned (OREO)! valued at more than $2 million. The estimated
cash recovery is the basis for the book value of assets in the separate
asset bank. If an ECR is less than the current book value of an asset, the
book value would be reduced by a valuation reserve to equal the ECR.
Also, if the ECR value is greater than the book value, the book value can
be increased up to the asset’s original value when it was transferred into
the separate asset bank.

Our review of ECRs for loans identified recoverable values comparable to
those determined by the acquiring bank. However, we disagreed with 67

10ther real estate owned consists of properties that are acquired either directly from a failed bank, as
a result of a foreclosure of a loan, or as part of a settlement with a borrower.
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of the 133 ECRs for OREO assets analyzed due to the unrealistic -assump-
tions used in determining these assets’ appraised and recorded values.
We estimated that 133 OREO assets with book balances of $488 million
were overstated by about $76 million. While we disagreed with the valu-
ations, they appear to have been made in compliance with FpIC
guidelines.

The ECR prepared on a shopping center was one example of overstate-
ment of the recorded value due to unrealistic appraisal assumptions.
The former bank acquired this OREO property on August 5, 1986. From
August 5, 1986, through September 30, 1989 (the date of the ECR), this
shopping center had approximately 10-percent occupancy at below
market rentals. However, the appraisal value assumed incremental
increases in occupancy of 5 percent every 6 months at market rent
rates. These estimates were used to compute 10 years of cash flow to
determine the appraised value. The practice of estimating increases in
occupancy and rental rates is acceptable in the appraisal industry. How-
ever, based on the historical experience of this property (that is,
10-percent occupancy over 3 years and below market rents) and the
absence of any documented reason to expect improvement, these
assumptions appear unreasonable, especially considering the property’s
separate asset pool status and the need for values that can be used for
current transactions. We estimated that this property was overvalued
by 30 percent. Based on a subsequent appraisal, the acquiring bank per-
sonnel revised the ECR for this property to an amount comparable to our
estimate. Two appraisers will often assess the same property quite dif-
ferently because they use differing assumptions in the appraisal pro-
cess. This occurred in cases where the acquiring bank personnel
reordered appraisals because the original appraisal was deemed
unreasonable.

Appraisal quality has a significant impact on the accuracy of valuations
for OREO and, on a larger scale, significant financial implications to the
banking industry. Appraisals based on unrealistic assumptions could
result in a bank making loans in excess of the loan collateral’s realistic
value. Further, loss reserves could be understated if they are based on
unrealistically high appraisal values for the underlying assets. This
could cause a bank’s financial condition to be misstated.

A recent policy advocated by the Resolution Trust Corporation (RTC)
Oversight Board could also affect the Bank Insurance Fund'’s exposure
to separate asset pools. This policy allows RTC to sell property for
amounts ranging from 86 percent to 70 percent of appraised value. In
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addition, certain assets can be sold to the highest bidder regardless of
the appraisal. While this policy will probably result in quicker asset
sales by RTC, it may also affect the market value for assets in the Bank
Insurance Fund separate asset pools. Additionally, this policy could
have serious implications for commercial banks either holding real
estate or involved in real estate lending.

Conclusions

As discussed in chapters 2 and 3, we are concerned that the Fund is
vulnerable to a number of factors. A number of troubled banks already
exist that we believe are likely to fail in the near future, whose costs
would significantly reduce the Bank Insurance Fund. A continued eco-
nomic downturn in the Northeast and Southwest could significantly
raise the cost of these and existing failures to the Fund and could result
in additional banks failing, with their costs being borne by the Bank
Insurance Fund. The current downward trends in the real estate sector
pose a threat to the health and stability of the Northeast banks and to
the recovery of banks in the Southwest. Also, the performance of LDC
loans continues to plague the profitability of large banks, and future
losses associated with these loans could occur. In addition, uncertainties
exist with regard to the effect loans involving HLTs, were they to begin to
experience performance difficulties, would have on the commercial
banking industry and on the Fund. The Fund also faces uncertain expo-
sures from FDIC policy changes regarding sales of acquired assets and
the ultimate financial impact of separate asset banks upon termination
of the assistance agreements.

Because of the exposures it currently faces, the Bank Insurance Fund
balance is too thinly capitalized. Further, the assessment increases and
minimum reserve ratio designated by FIRREA will be insufficient in the
event of a recession that results in significant bank failures. While the
Fund has sufficient resources to handle the exposure it faces from the
institutions we believe are likely to fail in the near future or later, other
uncertainties facing the Fund could further reduce or deplete the Fund
balance. The Fund’s reserves need to be increased to ensure that, on a
short-term and long-term basis, a recession will not deplete the Fund
and result in costs to the taxpayer.

FIRREA increased the annual assessment rate for 1990 and requires
another increase in 1991, However, the potential exposure the Fund
faces in 1990 could result in significant costs which would consume the
increased assessment revenue, significantly impair its cash resources,
and reduce the Fund’s reserve ratio to insured deposits from its year-
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end 1989 level. Given the statutory restrictions on FDIC’s authority to
increase assessments and the outlook for the Fund, it is unlikely that the
minimum reserve ratio designated by FIRREA of Fund balance to insured
deposits of 1.25 percent will be achieved by 1995.

Recommendations

We recommend that the Congress amend FIRREA to give the Chairman of
the Federal Deposit Insurance Corporation the authority to raise rates
beyond those provided in FIRREA so that the Fund achieves the minimum
reserve ratio of 1.25 percent designated in FIRREA by 1995.

We recommend that the Secretary of the Treasury ensure that the
Department’s study of deposit insurance reform (required by FIRREA)
determine (1) the reasonableness of the minimum and maximum reserve
ratios designated by FIRREA in light of the banking industry’s present
condition and the exposure to the Fund, (2) a reserve ratio target that
would protect taxpayers by maintaining the Fund in the event of reces-
sion, and (3) means in addition to premium assessments, such as
increased capital levels in banks, that would reduce the Fund’s potential
liabilities. The results of this study should be reported to the Congress in
a timely manner.

We recommend that the Chairman of the Federal Deposit Insurance Cor-
poration (1) revise FDIC guidelines for recorded values of assets held in
separate asset pools to include a critical review of the appraisers’ under-
lying assumptions in valuing assets acquired from failed banks or assets
maintained in separate asset banks and adjust recorded values, if neces-
sary, to reflect these assets’ realistic values in light of their historical
experience and current conditions, and (2) monitor the use of separate
asset pools to ensure the Bank Insurance Fund has cash resources to
meet its commitments.

Agency Comments and
Our Evaluation

In their written comments, neither the Department of the Treasury nor
occ, a component of Treasury, specifically addressed our recommenda-
tion regarding the need for Treasury’s study of deposit insurance reform
to include steps to maintain the Fund'’s soundness in the event of a
recession, (See appendixes V and VI.)

FRB recognized, however, the need for Treasury’s study, and for the Con-

gress, to consider all possible steps for maintaining the strength of the
deposit insurance system and for protecting the taxpayers’ interest. (See
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appendix IV.) FRB specifically mentioned the need to consider adjust-
ments to deposit insurance rates and their impact on institutions’ profit-
ability as well as the capital adequacy of institutions. We believe FRB's
comments reflect the intent of our recommendations.

occ commented that because we project that the Fund balance will rise,
our later statement that the Fund could be depleted is contradictory and
makes this comment appear alarmist. occ stated that it is difficult to
estimate the impact of a recession on the number of bank failures and
that the report does not present data (1) to support its assertions that
the changing composition of bank loan portfolios may raise the cost of
bank failures or (2) to assess the impact of a recession on the number of
bank failures.

We believe that the deterioration of the Fund’s balance during 1988 and
1989, years of perceived national economic growth, support our con-
cerns about the Fund’s ability to withstand a recession. The broader
conceptual issue of our report is that the Fund balance should attain and
be maintained at a level that would protect taxpayers from incurring
costs due to bank failures. A recession is an economic event that could
reasonably occur, and we believe the Fund should be adequately capital-
ized to withstand such an event. When an economic downturn occurred
in the Southwest, almost every major bank failed. If this occurs in the
Northeast, a region that currently is exhibiting signs of economic deteri-
oration similar to those present in the Southwest'in the early 1980s,
many of its large banks could fail. We believe the Fund should be capi-
talized to withstand the failure of several large banks in that region. Qur
projections of Fund balance growth are based on foreseeable conditions
as of the date of our report and assume a stable economy. However, as
stated throughout the report, we believe that known exposures and
recent economic indicators present sufficient cause to be concerned
about the Fund’s low level and, ultimately, its solvency.

FDIC recognized that the Fund is undercapitalized and on August 14,
1990, announced its proposal that the assessment rate for 1991 be
increased by the maximum amount allowable under FIRREA. If this pro-
posal is implemented, the Fund would receive $1.1 billion more in
assessment income than it would have under the statutorily prescribed
rate of .15 percent. FDIC's actions follow recent statements made by its
Chairman that the Fund could incur significant losses resulting from
bank failures in 1990 and reflects FpIC’s concerns that the Fund is
undercapitalized. We concur with FDIC’s proposed action and stress the
need for the Fund to be increased and maintained at a level that will
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allow it to deal with the costs of future bank failures and protect tax-
payers from incurring these costs.

FDIC observed that appraisals of assets held in separate asset pools are
redone periodically and that sales values are compared to appraisals to
determine if any adjustments are necessary. (See appendix III.) FpiC also
stated that appraisers working in its environment had little motivation
to overstate values. Our findings show, however, that in accepting
appraisals, appraisers and bank management often assume optimistic
recoveries for other real estate owned. We continue to believe that FDIC
needs to tighten its appraisal guidelines to ensure realistic values in light
of historical experience and current conditions.
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Our limited review of call reports and examination reports for certain
problem banks showed that call reports, when compared to examination
reports, are not always serving as an accurate early warning to regula-
tors of an institution’s deteriorating financial position. This problem
takes on greater significance when the known exposure to the Fund is
significant enough to impair the Fund balance and the prospects for
achieving the minimum reserve ratio designated by FIRREA by 1995 are
limited.

Public officials and others have also acknowledged that regulators need
more timely and reliable data on the financial condition of depository
institutions to more effectively work with management to restore the
health of troubled institutions and to minimize losses to the insurance
fund. A principal concern raised is whether financial data currently
being prepared in accordance with generally accepted accounting princi-
ples are adequate for this purpose. The general presumption of those
that advocate the use of some form of market value accounting in finan-
cial reporting is that write-downs from historical cost to market value
under generally accepted accounting principles have failed to provide an
effective early warning system. In that respect, two principal problems
with generally accepted accounting principles are (1) that they may
unduly delay application of fair market value to problem assets and
thus defer the resultant loss recognition and (2) the stated definition of
fair market value presumes that the seller is not compelled to sell, which
is not typically the case for a troubled bank. In general, call report data
are accounted for and reported in accordance with generally accepted
accounting principles because the banking regulations that apply to the
preparation of such data are based, to a large extent, on these
principles.

In response to these concerns and the problems with call reports we
have identified, we are currently reviewing whether a change in the cri-
teria for write-downs from historical cost to market value or some form
of market value accounting would have provided more reliable informa-
tion on the decline in asset values for banks that failed. While our study
is focused on bank accounting and reporting, these issues also impact
accounting and reporting by the Bank Insurance Fund. As discussed in
chapter 3, the criteria for determining whether and when to record a
loss from bank failures, i.e., probable occurrence of a bank failure, are
conceptually the same as those used in determining whether and when
fair market value accounting should be applied—the probability of
whether a loan is collectible from the borrower. In addition, our review
of 39 banks that failed in 1988 or 1989 also indicates that serious
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Dramatically Different
Than After Failure

internal control weaknesses existed that contributed significantly to
their failure.

This chapter presents some of the issues that our work has identified.
Our work has not progressed far enough to frame recormmendations;
however, we believe that early disclosure of the problems we are finding
will help the Financial Accounting Standards Board,! the regulators, and
others to better define the problems and make the changes that are
needed to minimize losses to the Bank Insurance Fund.

For our ongoing study of bank accounting and reporting issues, we
selected a sample of 39 banks which failed in 1988 or 1989 and
reviewed their most recent call reports and audited financial statements,
the regulator’s examination reports and asset valuation reports at the
time of failure, and other relevant financial information. These banks
were selected for review based on asset size and geographical location
and accounted for about 90 percent of the total assets of the 406 banks
that failed in those 2 years. Our objective was to determine if the banks’
financial condition was adequately communicated by the reports of
management and, if not, to evaluate the merits of some change in
accounting principles as a possible solution to this problem.

Although our review of the financial reports is not complete, our find-
ings tend to confirm the results of our limited review of call reports for
certain problem banks as discussed in chapter 3. Generally, we found
that the values reported in call reports for reserves for loan losses and
for OREO losses were significantly less than the values reported by the
regulators as a result of examinations or other reviews conducted about
the time the bank failed. When financial statements were available that
were audited by an independent public accounting firm, we found that
they generally agreed with the call reports. Therefore, the audited
financial statements also reported reserve values for loan losses and
OREO losses that significantly overstated asset values compared to the
values established by the regulators. Our findings indicate that call
reports and audited financial statements are of limited use to the regula-
tors for assessing the true financial condition of banks and for triggering
timely intervention.

1The Financial Accounting Standards Board is the body that sets generally accepted accounting
principles.
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Our work suggests several possible reasons why bank management and
its auditors are reporting values for loan losses and OREO reserves that
are significantly different than the values established by the regulators.

The criteria which must be satisfied before problem assets are written
down from cost to fair value? under generally accepted accounting prin-
ciples unduly delay the recognition of loss. Also, the somewhat subjec-
tive nature of these criteria gives bank management and auditors too
much latitude in applying the intent of the accounting principles.
Regulators more conservatively apply the provisions of generally
accepted accounting principles for both the timing and determination of
write-down to fair market value.

Bank credit functions, related information systems, and other elements
of bank internal controls are insufficient to identify the facts needed to
determine the timing of when an asset should be written down from cost
to fair market value.

Bank management is not always motivated to reflect known losses from
write-downs to fair market value at a time when it is struggling to pre-
serve the institution and its control over it, and oversight by a bank’s
board of directors may not be sufficient to prevent misstatements of
asset values.

Financial Reporting
Issues for Further
Study

Under generally accepted accounting principles, the basis of accounting
for a bank’s portfolio is cost, except where loss is probable and measur-
able. For banks, as well as for most other types of entities including the
Bank Insurance Fund, losses are recognized only when it is probable
that they will be incurred and the amount can be reasonably estimated.
Further, specific rules relating to the timing of recognition and the defi-
nition of fair value may tend to defer loss recognition and limit the
amount of loss taken.

There are two basic questions relating to the application of the principle
of loss recognition which we are studying as part of our ongoing work.

Is the requirement for the recognition of loss unduly delaying banks’
reporting of losses on loans in adverse situations where an early
warning of loss is needed?

2Financial Accounting Standards Board Statement (SFAS) No. 15 defines fair value as “the amount
that the debtor could reasonably expect to receive in a current sale between a willing buyer and a
willing seller, that is other than a forced or liquidation sale.”
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Internal Control
Weaknesses Continue

Is basing the estimate of any loss on a traditional fair value concept—a
seller is under no compulsion to sell and has time to negotiate a sale—
appropriate when the adequacy of a bank’s capital can be critical?

If it is found that current accounting rules result in delayed loss recogni-
tion and recognition of insufficient losses, then the government’s
interest as insurer should lead to a change in these rules.

We are also considering the role of bank directors in the determination
of the amount of bank capital. An argument can be made that directors
of institutions with government deposit insurance should be required to
assume, in addition to their existing responsibilities to stockholders and
others, fiduciary responsibility to protect the government’s interest.
Under this theory, the directors could be charged with the responsibility
to make a reasonable investigation of the representations of bank man-
agement as to asset values. The Investment Company Act of 1940
required that directors establish fair values for the portfolios of invest-
ment companies. Depending on company type, the stock of such compa-
nies sell at net asset value or a function of net asset value. Therefore,
net asset value, a capital concept used by investment companies, is crit-
ical in that situation. Because of the potential for management conflict
of interest, the directors were given the responsibility for determining
fair values. In the case of banks, this type of responsibility is consistent
with existing directors’ responsibilities because an accurate determina-
tion of bank capital is fundamental to effective bank management. The
accurate determination of bank capital is critical if the government’s
interest as insurer is to be protected. This is especially true in light of
bank capital levels in relation to the increased portfolio risk and the lim-
ited protection provided by the Bank Insurance Fund, as discussed in
chapters 2 through 4.

We previously reported that serious internal control weaknesses cited
by federal regulators contributed significantly to virtually all of the 184
insured banks which failed in 1987.2 Our findings from reviewing exami-
nation reports of our sample of 39 banks which failed in 1988 or 1989
also indicate serious internal control weaknesses in many of the institu-
tions. Bank management and the boards of directors have a responsi-
bility to operate their institutions in a safe and sound manner. Safety
and soundness relates not only to overseeing the day-to-day operations

3Bank Failures: Independent Audits Needed to Strengthen Internal Control and Bank Management
( -4, May o1, .

Page 60 GAO/AFMD-80-100 Bank Insurance Fund



Chapter 5
Accounting and Reporting Issues Facing the
Banking Industry

of the bank, but also to establishing and maintaining an effective
internal control structure. We also previously reported that regulator’s
examination reports and related data showed numerous and sometimes
blatant violations of laws and regulations at 26 failed savings and loans
that we reviewed to determine the cause of their failure.*

The recommendations in our May and June 1989 reports have not been
adopted. Our recommendations to the Congress included that, as a con-
dition for deposit insurance,

insured commercial banks be required to undergo an annual indepen-
dent financial audit, as is currently required of federally insured savings
and loans;

federally insured banks and savings and loans be required to issue man-
agement reports on their internal controls and compliance with laws and
regulations; and

auditors of federally insured commercial banks and savings and loans be
required, as part of their audit, to report on the adequacy of manage-
ment’s assertions with regard to the institution’s internal controls and
compliance with laws and regulations.

The regulators did not adopt our recommendations for reasons of cost
and their belief that sufficient guidance already exists on management’s
responsibilities. We do not agree with the regulators’ views and find that
these same internal control weaknesses contributed significantly to bank
failures in 1988 and 1989 as they did in 1987.

We believe that our proposed management and auditing reporting
requirements are needed. In our forthcoming report on bank accounting
and reporting issues, we will discuss the specific internal control weak-
nesses that regulators found in the 39 failed institutions we reviewed.

In addition, we believe that other reforms may be needed. We provided
additional suggestions on enhancing the quality of management, audit,
and financial reporting for federally insured financial institutions in our
March 7, 1990, letter to the Secretary of the Treasury in connection with
Treasury’s study of deposit insurance reform as required by FIRREA. We
also suggested a number of reforms that would (1) result in increased
communication between regulators and an institution’s independent

AThrift Failures: Costly Failures Resulted From Regulatory Violations and Unsafe Practices (GAO/
, June 16, ).
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auditor and (2) require the independent auditor to recognize a responsi-
bility to the public when auditing a federally insured institution. A copy
of our letter to Treasury including our detailed suggestions is included in
appendix II.
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Reports on the Financial Statements of the
Bank Insurance Fund for the Years Ended
December 31, 1989 and 1988

Opinion Letter

United States
A() General Accounting Office
Washington, D.C. 20548

Comptroller General
of the United States

B-114831

To the Board of Directors
Federal Deposit Insurance Corporation

We have audited the accompanying statements of financial
position of the Bank Insurance Fund as of December 31, 1989
and 1988, and the related statements of income and fund
balance and statements of cash flow for the years then
ended. These financial statements are the responsibility
of the Federal Deposit Insurance Corporation's management.
Our responsibility is to express an opinion on these
financial statements based on our audits.

We conducted our audits in accordance with generally
accepted government auditing standards. Those standards
require that we plan and perform the audit to obtain
reasonable assurance about whether the financial statements
are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts
and disclosures in the financial statements. An audit also
includes assessing the accounting principles used and
significant estimates made by management, as well as
evaluating the overall financial statement presentation.

We believe that our audits provide a reasonable basis for
our opinion.

In our opinion, the financial statements referred to above
present fairly, in all material reapects, the financial
position of the Bank Insurance Fund as of December 31, 1989
and 1988, and the results of its operations and its cash
flows for the years then ended, in conformity with
generally accepted accounting principles.

As stated in note 7, the accompanying financial statements
include an estimated loss of $3.8 billion for those banks
which the regulatory process has identified as being
distressed and where ongoing negotiations and/or current
agreement terms indicate that bank assistance will be
necessary. Also, as stated in note 13, the Federal Deposit
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Insurance Corporation is monitoring the financial condition
of certain large banks, predominately located in the
Northeast, that are experiencing the effects of softening
real estate markets and weakening state economies.
Depending on the extent of the economic downturn, these
banks may require financial assistance, which could have a
material impact on the Bank Insurance Fund.

We have identified 35 banks with total assets of

$45.1 billion that we believe are troubledl for which an
estimated loss has not been recorded because no
negotiations for assistance have occurred and the
regulators consider them to be viable institutions.
Generally, the regulators have implemented supervisory
agreements for these banks and have allowed them to operate
under recapitalization plans devised by the banks that do
not include regulatory assistance. Due to the subjective
judgments made by the chartering authorities--the state or
the Comptroller of the Currency in the case of national
banks--in determining whether and when to fail a bank, we
were unable to determine whether or not these banks will
fail., However, if these banks fail, we estimate that the
Fund balance would have decreased, and the Fund's
liabilities for estimated bank assistance would have
increased, by amounts ranging from $4.4 billion to

$6.3 billion as of December 31, 1989, Our estimate is
based on the Fund's historical loss experience for failed
bank transactions.

As disclosed in footnote 1 in the accompanying financial
statements, enactment of Public Law 101-73, the Financial
Institutions Reform, Recovery, and Enforcement Act of 1989
(FIRREA) on August 9, 1989, resulted in a chandge in
reporting entity. The Bank Insurance Fund was previously
reported as the Federal Deposit Insurance Corporation
(FDIC) from inception through December 31, 1988, The
effect of this change in reporting entity is immaterial to
the financial statements as reported herein and no
restatement of the prior year's amounts was necessary.

lour definition of a troubled bank is one that has negative
equity or a minimal level of equity capital based on
generally accepted accounting principles and that we believe
is probable to fail in the near future unless it receives
additional capital. The regulators believe that such
institutions are viable and would not be conducting ongoing
negotiations for assistance.
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The following comments provide supplementary information on
the financial condition of the banking industry, the
exposure to the Fund as a result of problem banks, concerns
over the quality of financial information reported by
banks, the performance and condition of the Bank Insurance
Fund, and accounting and reporting issues facing the
banking industry.

COMMERCIAL BANKING INDUSTRY'S
FINANCIAL CONDITION

The performance of the commercial banking industry
deteriorated in 1989 compared to 1988, Growth in real
estate loans and nonperforming assets outpaced the growth
in the industry's equity capital. This was particularly
prominent in the Northeast region, where the equity capital
to asset ratio declined in 1989 and was significantly lower
than the industry's average., Industry earnings declined

34 percent to $16.3 billion in 1989 from their 1988 levels
of $24.8 billion, primarily due to the poor earnings
performance of large banks and banks in the Northeast
region. The earnings performance of t